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PREFACE 


"Marketing Management—A Finance Emphasis is the first of 
a ‘trilogy* in management literatures which the author has plan¬ 
ned to bring out. The second and third book will be Per¬ 
sonnel & Administration Management—A Finance Emphasis’ and 
‘Production and Operations Management—A Finance Emphasis.* 
AH these three books will have one common underlying theme 
viz. Finance, but wiU bring in sbaip focus its many and varied 
applications to the respective functional areas of management. 

In designing the various Chapters and preparing their contents 
for the purpose of this book, the first of the trilogy, the author 
has all the time kept in view the specific needs of marketing 
executives at all levels and also of management students study¬ 
ing Marketing Management cither as a part of ‘foundation course’ 
or as a subject of ‘majoring’. An attempt has been made at the 
same time to scan through and include the latest principles and 
concepts which have emanated from the world-wide researches 
in the various areas covered in the book. Simultaneously, a cons¬ 
cious effort has been made to ensure that the entire discussion 
is meaningful in the Indian context and in the context of the 
developing countries. Accordingly, all the case studies included 
in this book have been drawn from Indian business experiences 
and most of the illustrations reflect also the real life business 
situations obtaining in India. 

While the preparation of the manuscript was actively under 
way the author was posed one interesting question by many of 
his friends and colleagues with whom he had been discussing 
occasionally the contents of the various Chapters: Is it going to 
be a book on Marketing Management or on Financial Management 
& Management Accounting? The author would like to reiterate 
here what he explained to them as to the specific nature of the 
book. This book is neither exclusively on Marketing Manage¬ 
ment nor on Financial Management & Management Accounting. 
Yet it covers almost all the important and modern concepts in 
Marketing Management and also most of those principles, tenets, 
tools and techniques in Financial Management & Management 
Accounting which have some relevance to marketing operations. 
What the book tries, therefore, is an integration between the 
principles and concepts of Marketing Management and the tools 
and techniques of Financial Management & Management Account¬ 
ing. Therefore, the book could haye been titled in various o 
ways say. Marketing Finance, Marketing Finance and EvahWii 
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Marketing Finance Interface. Marketing Control, Marketing MIS 
and Control etc. And each of these titles would have been 
perhaps equally relevant as the present one in indicating the 
nature and purpose of this book. 

Perhaps like all prefaces this preface also is written only after 
the writing of the entire book has been completed. It would, 
therefore, be worthwhile here to draw the reader’s attention to 
some of the salient features of the book: 

1. The main text has been divided into six sections viz. General 
Introduction. Marketing Finance and Cost, Marketing Plan- 
rung. Marketing Decisions, Marketing Performance Evalua¬ 
tion and Marketing Control. An attempt has been made to 
link up these Sections in a logical sequence so that one 
necessarily leads to the next one. 

2. The Addenda after the six Sections cover a special Chapter 
on International Marketing Operations and a rather exhaus¬ 
tive Questions Bank, segregated as to Principles and Concepts 
(101 in number) and then Problems and Cases (80 in num¬ 
ber). All the questions have again been classified and 
arranged as per the sequence of the Sections and also of the 
Chapters in each Section. These would help not only the 
members of faculty of management institutes but also the 
reader to test his knowledge by a self-examination process 
and refer back to the main text for recapitulation and a 
clearer understanding. 

3. Each .Section begins with a small write-up indicating very 
briefly the purpose of the Section and also the various con¬ 
cepts and techniques that are dealt with in the different 
Chapters included in the Section. 

4. There are twenty-five cases, all drawn from real life business 
experience in Tndia. A list of these cases follows the Con¬ 
tents. 

5. There are about a hundred illustrations, tables and diagrams 
included in the various Chapters of the book, a list of which 
also follows the Contents. 

6. A list of suggested reading has been included at the end. 
The various books named in the list bear a cross reference 
to the number of Chapter or Chapters against which the 
reference is suggested for further reading. 

7. Discounted Cash Flow Tables have been included at the end. 
since these would be relevant to the Chapter dealing with 
Investment Decisions. 

8. Alphabetical index of contents has of course been included, 
since this is customary and also since this would be very 
useful to the reader in laying his hands on specific topic or 
topics in no time. 
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IX 


It would not be out of place here to give a brief background 
of the ‘trilogy’ mentioned earlier. While the author’s maiden 
publication “Accounting and Finance for Managers” was out, 
about six years back, it had been stated that it "was “the out¬ 
come of the author’s own researches for about a decade on the 
problems in ‘Accountants Non-Accountants Interface’ specially 
in the Indian Industry and also his efforts towards inter-dis¬ 
ciplinary coordination between Accounting and other disciplines ” 
The ‘trilogy’ now planned is also an outcome of his continuinc 
researches in the same field. The prime objective of ‘Accounting 
and Finance for Managers’ was to present in an encapsulated 
form all the important concepts in all the different branches of 
Accounting and Finance. And the target readership was all non¬ 
accounting executives, irrespective of their functional areas and 
all management students, irrespective of their fields of majoring, 
fa an attempt to meet both these objectives the coverage had to 
be rather extensive and the treatment in some of the Chapters 
somewhat superficial. However, after the book had gained rather 
ide acceptance, the author got numerous requests from his 

additfan’ fnends ; and colI eagues that he should also write, in 
addition, a couple of other books with more intensive treatments 
on Finance Non-Fmance Interface, tailored to the specific needs 
of important functional areas of management as well as manaee- 
ment students with different fields of majoring This is how h^ 


ACKNOWLEDGEMENTS 


,4 1 have become a pari of all 1 have met” (Tennyson) 


I am indebted to all the reputable authors in India and abroad 
on Marketing Management. Financial Management and Manage¬ 
ment Accounting, who helped me develop a ‘pool of know¬ 
ledge’ whence I ; have freely drawn for the purpose of this book. 

I express my gratitude to: 

The Institute of Cost and Works Accountants of India, for 
giving me the permission to use, partly or fully, some of my 
articles and case histories published in the ‘Management 
Accountant' and presented at various cost conferences and 
seminars: 

The Jamnalal Bajaj Institute of Management Studies (Univer¬ 
sity of Bombay) for giving me an opportunity of taking courses, 
for more than nine years now. at senior level Marketing 
Management Programmes which in turn has enabled me to 
meet mature Marketing Executives from various industries. 
And it is these executives who. as effective participants, have 
been instrumental in the development of my understanding of 
the various marketing principles and concepts as applicable to 
Indian situations; and 

Macneill and Magor Ltd.. Calcutta. Abbott Laboratories 
(India) Ltd.. Bombay, and Greaves Cottofi & Co. Ltd.. 
Bombay, for giving me excellent opportunities to see. as a 
Senior Executive. Marketing Management from the ringside 
seat, which has inter alia enriched my understanding of the 
Marketing Management in action. 

My acknowledgements are due to my seniors, friends and col¬ 
leagues, both at the above named three Companies and at various 
Indian Universities and Management Institutes, including Indian 
Institute of Management. Calcutta, who have helped me a lot in 
understanding the important issues in Marketing through formal 
as well as informal discussions and exchanges of views on diffe¬ 
rent occasions. I refrain from mentioning their names, lest I 
should unwittingly miss some of them. 

My sincere thanks are due to Mr. Ramesh R. Shah, Executive 
Consultant, EDCONS, for providing me general assistance in the 
publication of the book and also for preparing the Tndex. 



AC K NOWLI DGE M F N TS 


XI 


I am thankful 10 Mr. K. Sreedharan Nair and Miss P. Das 
Gupta, my persona! secretaries, for putting in a lot of effort and 
meeting my exacting demands in the preparation and typing of 
the manuscripts. 

My debts are due to my mother and late father, who have 
been my never failing source of inspiration and also to my wife 
Supriya and son Tathagata who have made for me an idea! 
family for an executive-author. 

Bombay B. k. CHATTFRJEF. 

August I. 1982 


CONTENTS 


SECTION i 

GENERAL INTRODUCTION 1-49 

CHAPTER 1 

Marketing Management—An Overview 3 

CHAPTER 2 

Basic Finance Concepts 28 

CHAPTER 3 

Marketing Finance Interface 44 

SECTION II 

MARKETING FINANCE AND COST 51-156 

CHAPTER 4 

Financial Accounting Process 53 

CHAPTER 5 

Interpretation of Financial Statements 74 

CHAPTER 6 

Financial Ratio Analysis 89 

CHAPTER 7 

Funds Flow and Cash Flow Analyses 109 

CHAPTER 8 

Basic Cost Concepts 129 

CHAPTER 9 

Marketing Arithmetic & Indirect Taxes 150 


SECTION III 

MARKETING PLANNING 157-216 

CHAPTER 10 

Long-Range Planning (L.R.P.) 


159 



CONTENTS. 


xiii 


CHAPTER II 

Marketing Budgets 

CHAPTER 12 
Profit Planning 

CHAPTER 13 

Product Planning 

CHAPTER 14 

Planning the Marketing Organisation 


169 

186 

194 

210 


SECTION IV 
MARKETING DECISIONS 


217-308 


CHAPTER 15 

Cost Analysis in Marketing Decisions 
CHAPTER 16 

Break Even Concept and Cost Volume Profit Analysis 
CHAPTER 17 

Pricing Policies and Decisions 

CHAPTER 18 

Product Pruning Decisions 

CHAPTER 19 

Investment Decisions 


219 

228 

244 

268 

280 


' SECTION V 

marketing performance evaluation 

CHAPTER 20 

Marketing Performance Evaluation-An Overview 
CHAPTER 21 

. Evaluation of Salesman’s Performance 
CHAPTER 22 

Evaluation of Advertisement 
CHAPTER 23 

Evaluation of Distribution 
CHAPTER 24 

Evaluation of Marketing Service Functions 


309-360 


311 

318 


329 


i 



342 

V’ • 'v \ 

355 


MY 


CONTENTS 


SECTION VI 

MARKETING CONTROL 361-470 


CHAPTER 25 

Control Concepts and Systems in Marketing Operations 363 


CHAPTER 26 

Sales Analysis and Sales Variance Analysis 383 

CHAPTER 27 

Product Line Profitability Analysis 393 

CHAPTER 28 

Cost Control and Cost Reduction in Marketing 412 

CHAPTER 29 

Working Capital Control in Marketing Operations 427 

CHAPTER 30 

Management Information and Control System 

in Marketing 460 


ADDENDA 


471-534 


CHAPTER 1 

International Marketing Operations 
CHAPTER 2 

Questions Bank— 

Part A—Principles and Concepts 
Part B -Problems and Cases 

• 0 + • * i 


473 


481 

489 


D. C. F TABLE 

• • 


535 


SUGGESTED READING 


540 


INDEX 


542 



LIST OF ILLUSTRATIONS, TABLES & DIAGRAMS 


I : Illustrations 
T : Tables 
D : Diagrams 


Chapter 

(Topic) 
- » 

1(3) 

1(4) 

1(4) 

2 ( 8 ) 


Subject 


4(2) 

4(3) 

4(4) 

4(5) 

4(6) 

4(7) 

4(7) 

5(2) 

5(2) 

6 ( 1 ) 

6 ( 2 ) 

6(3) 

6(4) 

6(4) 

6(5) 

6 ( 6 ) 

7(3) 

7(5) 

7(6) 

7(7) 

8 ( 1 ) 

8 ( 1 ) 

8 ( 1 ) 

8 ( 2 ) 

8 ( 3 ) 


Market Growth and Market Share 
Product Life Cycle Concept 
Product Portfolio Analysis 
Distinction between Financial Accounting. 
Cost Accounting and Management 
Accounting 

The Ten Point Programme in Book-keepii 
Journal Entries 

Ledger Accounts (Illustrations 1. 2 & 3) 
Triple Column Cash Book 
Trial Balance 

Framework of Book-keeping 

Profit & Loss Account and Balance Sheet 

Computation of Capital Employed. 

Net Worth, etc. 

How to read a Balance Sheet 
Significance of Financial Ratio Analysis 
List of Financial Ratios 
Inventory Turnover and Debtors’ 

Turnover Ratios 

R.O.I. of 22 Companies in Engineering 
Industry * 

R.O.I. and its Components 
Marketing R.O.I. 

Check-List of Purpose-Based Ratios 
Funds Flow Statement (General) 

Cash Flow Statement (Format) 
Depreciation as a Source of Funds 
Funds Flow & Cash Flow Statements 
(Illustrations (i) to (iv) 

Elements of Cost 1 
Elements of Cost 
Elements of Cost 
Methods of Costing 
Techniques of Costing 


1|T|D 

Page 

No. 

D 

11 

D 

14 

D 

16 

T 

40 

S 1 

56 

1 

58 

1 

61 

1 

64 

1 

69 

D 

70 

1 

71 

1 

80 

I 

75 

1 

89 

T 

91 

1 

97 

T 

ior 

T 

102 

I 

103' 

T 

105 

T 

111 

T 

115 

1 

116 

I 

117. 

I 

129 

D 

130 

1 

131 

T 

138- 

T 

139 



XVI 


LIS'l Oh ILLUSTRATIONS, 1AB1.LS A DIAGRAMS 


Chapter 

(topic) 


8(4) 

‘>( 2 ) 

9(4) 

9(7) 

10 ( 6 ) 

! 1 ( 2 ) 

11(4) 

11(5) 

11(5) 

11 ( 6 ) 

15(4) 

16(1) 

16(2) 

16(3) 

16(4) 

16(5) 

16(5) 

17(7) 

17(8) 

18(2) 

18(3) 

18(4) 

19(3) 

19(4) 

19(5) 

19(5) 

19(6) 

19(7) 

19(7) 

19(8) 

19(10) 

21(3) 

21(3) 

21(4) 

23(2) 


Subject 


IITID Page 
No. 


Presentation of Data under Marginal Costing 
(Illustrations 1 & 2) 

Mark-up and Mark-down 
Average Due Date 

Impact of Discount on Excise Duty and 
Sales Tax 
Management Skills 
Marketing Budgets 
Flexible Budgeting 
Cash Budget (Format) 

Cash Budget 

Probability Concept in Budgeting 
Dropping a Product 
Break-Even Concept: Illustrations (i) to (iv)J 
Break Even Chart 
C.V.P, Analysis 
P V. Ratio 

B. E. Analysis in a Multi-product Situation 
Multi-Product Break Even Chart 
Export Pricing 

Fair Return—Various Approaches 
Repercussions of Product Ramifications— 
Sub-Optimisation of Profits 
Selection of Product Pruning Candidates 
—Seven Scale Product Rating form 
“PRESS” Model 
Pay Back Period 
R.O.f. (Illustrations 1 and 2) 

Discounted Pay Back Period 
Discounted Benefit Cost Ratio 
Net Present Value Approach 
I.R.R. Approach 
Pay Back Period Vs. I.R.R. 

N.P.V. Vs. I.R.R. 

Risk Analysis 
Z Score 

Check-List of Salesman’s Evaluation Crilerii 
Salesman’s Evaluation and 
Compensation Scheme 
Selection out of Alternative Modes of 
Distribution 


I 

142 

1 

150 

1 

152 

1 

155 

T 

167 

T 

172 

I 

177 

T 

179 

I 

178 

I 

183 

I 

226 

I 

229 

D 

235 

T 

236 

1 

238 

I 

238 

D 

240 

I 

259 

T 

264 

I 

271 

T 

273 

1 

275 

I 

283 

I 

285 

1 

287 

I 

287 

1 

288 

1 

290 

I 

291 

I 

292 

l 

294 

I , 

3ZI 

T 

3 Z\ 

I 

3.26 

T 

343 


LIST OF CASES 


XJX 


SI. 

No. 

Chapter 

(Topic) 

Name (Subject) C.S.|C.D.|C.H. 

Page 

No_ 

14. 

• 

23(2) 

Bombay Pharmaceuticals Ltd. 

(Opening a Sales Depot) C.H. 

346 

15. 

24(3) 

Multiproduct Marketing Ltd. 

(Setting up of Market Research 

Dept.) C.H. 

355 

16. 

25(3) 

Engineers and Merchants Ltd. 

(Profit Centre System) C.S. 

373 

17. 

25(4) 

Industrial Marketing Ltd. 

(Comparative Analysis of 

Performance) C.S. 

379 

18. 

27(3) 

Multiproduct Multimarket Ltd. 

(Computerised Profitability Analysis) C.S. 

405 

19. 

28(4) 

Big Marketing Organisation Ltd. 

(Control of Travelling Expenses) C.S. 

418 

20. 

29(4) 

W. C. Limited 
(Effective vis-a-vis Actual 

Working Capital) C.S. 

440 

21. 

29(6) 

Engineering Enterprise Limited 
(Receivables Control) C.H. 

445 

22. 

29(—) 

C. G. Limited 

(Inventory and Credit Policy vis-a-vis 
Turnover Growth) C.H. 

455 

23. 

29(—) 

G. D. Limited 

(Disposal or Holding of Non-moving 
Inventory) C.H. 

457 

24. 

30(3) 

Indian Engineering Company Limited 
(Marketing Information) C.S. 

465 

25. 

30(3) 

Amar Marketing Enterprise Ltd. 

(Control of Marketing Operations) C.S. 

466 


All these cases have been developed by the author himself and 
tested in various Marketing Management Programmes he has 
conducted (mostly at Jamnalal Bajaj Institute of Management 
Studies. Eombay). These are all based on real life situations— 
only the names are imaginary and some of the figures hypothetical. 

Most of the Case Histories (C.H.) included here had been 
published under the column “In the Valley of Decisions” of the 
“The Management Accountant” (official journal of the Institute 
of Cost & Works Accountants of Tndia) during the period June- 
» 1976 to June 1977. 




























Section I 


GENERAL INTRODUCTION 

The present section of the book is devoted to ‘clearing the 
ground'. There are three Chapters here. Chapter I attempts 
to present in an encapsulated form the principles and con¬ 
cepts of Marketing Management. Similarly, Chapter 2 gives 
a birds eyeview of all the basic principles and concepts of 
Accounting and Finance. Chapter 3 presents, in fact, the 
underlying theme of the book itself, viz., ‘Marketing Finance 
Interface In sum. these three Chapters bring Marketing and 
Finance closer to each other and attempt in the process to 
bring out the independence as well as interdependence bet¬ 
ween these two disciplines which in turn form the basis of 
two very important functional areas in the ‘management of 





























Chapter 1 


MARKETING MANAGEMENT— 
AN OVERVIEW 


1. Definition and Significance of Marketing; 2. Purpose 
and Role of Marketing in Society; 3. Nature and Types of 
Market; 4. Nature and Types of Products; 5. Diverse 
Functions under Marketing; 6. Marketing Research; 
7. Sales Forecasting; 8. Distribution; 9. Advertisement 
and Sales Promotion; 10 Cost-Revenuc-Investmcnt Frame¬ 
work vis-a-vis Marketing Cost, Value and Productivity. 




Definition 


and Significance of Marketing 


Marketing has been defined in various ways. It will be to our 
advantage to quote initially a few of these definitions which are 
commonly used: 

“...the delivery of a standard of living to society”. (Paul 
Mazur) 

“... the performance of business activities that direct th„ flow 

of goods and services from producer to consumer or user_” 

(American Marketing Association). 

“...Marketing is the primary management function which 
organises and directs the aggregate of business activities involved 
in converting customer purchasing power into effective demand 
for a specific product or service and in moving the product or 
service to the final consumer or user so as to achieve the com¬ 
pany-set profit or other objectives . . . .” (Leslie Rodger) 

t ...the system of value exchanges”. (Kotler) 

! ‘:S^ P l OCess discovering and translating consumer needs 
(nr S p ™ duc * and service specifications, creating demand 

demand/’ *$£££* and th “ *■"» expanding this 

^M e a r I k e S «nu te ;c 0 ^^ larketin8 defin «-tbe-concept as follows: 

Hir J2? raana gement function which - organizes and 
directs all those business activities involved in assessing and con 

customer purchasing power into effective demand for a" 

C fi P r ? ducror service - and in moving the producT or sendee 

achieve L 

This will comprise the following tasks: 

® having a good range of products in constant demand: 
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(ii) innovating and developing new products to satisfy the 
changing customer needs; 

(iii) reviewing product pricing and initiating changes from 
time to time; 

(iv) developing and implementing advertising and sales pro¬ 
motion plans; 

(v) personal selling at high level of performance and cost 
efficiency; 

(vi) providing pre-sale, sale and after-sale services to custom¬ 
ers; 

(vii) ensuring physical distribution of goods in the most effec¬ 
tive manner and with high level of cost efficiency; and 

(viii) continuous research and study of market conditions to 
identify opportunities. 

All the definitions of marketing quoted above seek to highlight 
the philosophy and concept of marketing and its important role in 
a society. Prof. Kotler has emphasised the fact that marketing is 
finding a product for the market and, at its worst, a market for the 
product. Marketing is essentially a bridge between production and 
consumption and, therefore, ( a) must be consumer-oriented and 
hence (b) must have a part in the decision-making in all phases 
of management. 

The second aspect, viz., its role in decision-making, requires a 
little elaboration. Marketers with strong consumer orientation 
and integrated management approach should play their role in 
directing the flow of goods and services to the consumer. And 
in the process they should have a distinct role in decision-making, 
even in such unconnected functions as production, design, etc. 
This fits in well with Prof. Kotler’s concept of finding a product 
for the market. 

This brings us to the basic distinction between Marketing and 
Selling. Selling is an integral part of marketing, but there are 
various other facets in marketing, besides selling. These other 
facets are important, for what will be produced and sold is de¬ 
termined not by the plant but by the consumers, that is, what 
the consumers want to buy. This could change the very defini¬ 
tion and purpose of a business. For example, instead of thinking 
about automobiles, bread, cash registers and mattresses, modern 
marketers should think in terms of transportation, nutrition, pro¬ 
tection and comfort. This would very much widen the scope 
of a business; for example, when a company engaged in plantation, 
manufacturing and distribution of tea starts thinking that they 

are in the business of ‘drinking satisfaction’! 

The essence of marketing lies in market-orientation as distinct 
from product-orientation or any other orientation, for that matter. 
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A company that prefers to opt for the marketing approach 
looks to the market for the direction of its planning and decision¬ 
making and it redirects all aspects of the company activity to¬ 
wards satisfying the wants and needs of its customers at an opti¬ 
mum level of profit, though it may not be the maximum in the 
short run. It is said to be a ‘market-oriented’ approach. The 
traditional distinction is between the ‘product-oriented’ company, 
with its emphasis on selling what the company can make, and 
the ‘market-oriented’ company, which gears its efforts to produc¬ 
ing what the market demands. 

The question, “what business are we in?”, has influenced the 
marketing concept significantly. In his famous article ‘Market¬ 
ing Myopia’ (published in the Harvard Business Review) Theo¬ 
dore Levitt drew attention to the dangers of defining a company’s 
business by its production capabilities rather than by the market 
in which it was competing. However, marketing myopia should 
not be a plea for indiscriminate diversification. It only points 
to the logic of taking the market as the focal point for the cor¬ 
porate enterprise to determine the most profitable area it can 
enter into to make use of the expertise developed earlier in the 
fundamental activities. The continuous search for new products 
and opportunities could be systematic and useful through this 

55EE2? h : t ? ll,S .u h0 ? regards its function as ‘problem¬ 

solving rather than distribution of business machines or ITC 

could consider hotel business as an extension of the ‘packaging 
concept which had for long been their forte 3 3 

Marketing consists of a series of P’s. The first four P’s are 
product price, promotion and placement. These four P’s are 
ot, COnnec / ed w j th e ach other-each influencing the 
f C T P,eX ? nc ! vanety of ways. These four P’s out 

rw^c r f£ 0nT1 i he mark * tln * mix - There are a few other P’s also 
One is the pattern and profile of the market, which in turn is 

hdhSSZJu bv , 3 hmt of exte ™I Actors but is partly 
influenced by the first four P’s. Then there is another vital P 

vu. people-both external and internal. The very objective of 

<° Wfom* the buying decisions of VhTpcorAe 

tivfhandling of “herTl* ° f effiC ‘ em raana S eme "‘ and effec- 

2. Purpose and Role of Marketing in Society 

during tte^rrem centu^^In^Lct ^UI ^ dergo f le a sea-change 
20th century, the concept of m»rWrt» * h ® e , arly years of the 
known was selling, to be more pr^e^a^T^^ 
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criticised severely for hoarding, charging high prices, and ex¬ 
ploiting the customers. Karl Marx saw in the 19th century little 
room for the middlemen who as parasites took away profits from 
the producers and caused increase in prices for the consumers. 
Even Galbraith, in his The Affluent Society, wrote: 

“...the fact that wants can be synthesized by advertizing, cata¬ 
lyzed by salesmanship, and shaped by the discrete manipula¬ 
tions of the persuaders shows that they are not very urgent. 

A man who is hunsry need never be told of his need for 

food....” 

The critics of marketing ethics accuse marketing on the 
following grounds. 

(a) Marketing is used to stimulate marginal needs in the 
ranging hierarchy of needs, from basic to marginal or 
artificial. 

(/>) Products and services are not presented in a rational and 
factual manner. 

(c) Marketing, specially advertising, is deceptive and mislead¬ 
ing in its claims. 

All these criticisms are rebutted by modern marketers. They 
maintain, perhaps rightly, that marketing satisfies all types of 
needs, whether basic or marginal. In fact, they go a step further 
and claim that marketing creates needs. But this is a tall claim; 
smart marketing people can identify the need and also stimulate 
it, but cannot create needs. Moreover, people can never be 
persuaded by mere facts and rationale—emotions and prejudices 
guide their actions and marketers only exploit these. Marketers 
do not accept that advertising is deceptive or misleading, far less 
a costly affair. In conclusion, they point out that the role of 
marketing is eventually to effect sales and no business can exist 
without sales. True, and this is exactly what Drucker emphasised 
when he stated that the job of marketing is creating a customer 
and also recreating a customer and holding and attracting the 
customer. 

Let us now study the contribution of marketing to society and the 
social value of marketing which is closely related to this. It is 
accepted that the wealth of a society increases through increase in 
value added. Let us examine how marketing could contribute 
towards value addition and increase society’s wealth. Take, for 
example, handlooms • and other handicrafts in India. Prices 
charged arc usually many times more than the basic material 
cost. Therefore, a significant amount of value gets added. Some¬ 
times such value addition may be psychological than real; but 
when these produet? arQ marketed in India as well a? abroad, 
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society’s wealth definitely increases. The economy benefits by 
the greater quantum of capital formation, greater revenue to the 
exchequer, higher employment and increase in the equity owners’ 
wealth, which in turn helps accelerate capital formation. In the 
process there is also some redistribution of wealth from the richer 
to the poorer sections of society. These phenomena are true, 
more or less, in respect of all products, in all countries. Market¬ 
ing efforts could thus get credit for increased buoyancy in econo¬ 
mic activities. 

The marketing concept is essentially a philosophy of service 
with mutual gain. In practice it controls the economy by an 
invisible hand to carry out the mandates of consumer sovereignly. 
However, we may identify here a few areas where marketing 
affects or influences society and consumer welfare in a rather 
undesirable manner. These will show up the other side of the 
coin as regards the social value of marketing. 


Undesirable Impact of Marketing on Society: 

(a) excessive materialism; ( b ) manipulation of demand; (c) 
neglect of social good; ( d) cultural pollution; ( e ) excessive 
political power; and (/) social rivalry. 


Undesirable Impact of Marketing on Consumer Welfare: 

(a) high prices; (b) deceptive trade practices; (c) high pres- 

di^cri^na n tion ( ) ° F U " Safe products; and <*> Minority 


Drucker lists the following six marketing realities; 


1. What the people in business think they know about cus- 
tomers and market is more likely to be wrong than right. 

2. The customer rarely buys what the business thinks it sells 
him. 

3. The manufacturer’s view of directly competing goods or 
services is seldom what he is really competing with. 

4. Features regarded as most important by the producer may 
be relatively unimportant to the customer. 

5. Customers must be assumed to be rational, but their 
rationality is seldom the same as that of the manufacturer; 

b. No single product or company is very important to the 
market. 


This does not mean that marketing managers are charlatan^ 

?crfZZ USe r Thcs , e reflect fact that nobody pa^ 

for a product; people buy potential ‘satisfaction’ or the means 

to provide it. A clear understanding of what the customer realh 
pays and the value he gets from it can be provided by the custo- 
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mer himself. Therefore, several techniques have been developed 
in marketing research for studying consumer behaviour and his 
buying motivation. 

3. Nature and Types of Market 

Tn its ultimate analysis ‘market’ is people and marketing is 
influencing the buying decisions of people. We can, at the 
same time, envisage something as a market place and delineate 
its features and characteristics. This is what is called the market 
profile. Market profile indicates the characteristics of the various 
market segments or sub-markets that could be of interest to mar¬ 
keters. This covers a broad spectrum like income level, age, sex. 
marital status, religious beliefs, racial compositions, education and 
occupational levels, patterns of expenditure, habits and psychologi¬ 
cal preferences, etc. Marketing efforts have to be continuously 
tailored to suit the market profile; otherwise success in marketing 
cannot be achieved. Market profile differs significantly between 
domestic markets and international markets. Somewhat different 
marketing skills and strategies are, therefore, required in interna¬ 
tional marketing efforts. 

The distinction between sellers’ market and buyers’ market 
is commonly used to indicate the degree of control an enterprise 
exercises over the market place in general and customers in 
particular. In sellers’ market situations, an enterprise can have 
substantial control over the market. Economists consider this 
as a state of monopoly and the extent of control the monopoly 
power. Tn the other extreme there is the buyers’ market in 
which the enterprise can hardly exercise any control over the 
market. This is analogous to the economic concept of perfect 
competition. Needless to say. marketing comes in its own only 
when there is a buyers’ market, for such a situation demands 
a great deal of marketing skills from the marketing personnel. 

Another broad distinction is sought to be drawn between 
consumer market and industrial market. Consumer market re¬ 
fers to the market of the ultimate consumers who buy products 
for direct consumption. Such products may be durable or non¬ 
durable or even perishable. Industrial market, on the other 
hand, refers to a situation where the products are bought not for 
direct consumption but for some intermediate uses. Examples 
are; installation of capital goods (like plant, machinery, etc.), 
accessory equipment, operating supplies, fabricating materials 
and parts and industrial raw materials. Broadly, industrial mar¬ 
kets are of two types, viz., those of standard products and those 
of custom-built or non-standard products. Markets of industrial 
raw-materials and consumables actually represent consumer 
market. 
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The influences operating on the buying decisions too differ 
between consumer market and industrial market. In the con¬ 
sumer market these influences are personality, intelligence and 
culture of the individual and the socio-economic group he belongs 
to, which in turn is an amalgam of a number of factors like 
heredity, wealth, occupation, life-style, education, etc. Indus¬ 
trial buying behaviour, on the other hand, is influenced by bo*h 
organisational and psychological factors. Some of these are: the 
company’s policies and systems, value analysis, costs—both initial 
and recurring—feeling of safety and security while buying from 
a reputable supplier, status and recognition of the purchasing 
manager among other managers and such other factor? like quan¬ 
tity, quality, service, delivery, regular availability and credit. 
Unlike the consumer market wherein buying is guided more or 
less by need in case of essentials and bv impulse in case of non- 
essentials, the buying motivation for industrial products could be 
broadly of three types, viz., technical, psychological and financial. 
The mode of buying is also different. In an industrial market 
it is more or less a case of committee buying while in a consumer 
market it is mostly individual buying. Another important factor 
which is relevant in an industrial market is service after sales. 
Industrial buyers place a keen reliance on frequent technical 
advice and breakdown services which they expect from the sun- 
pliers as a part of their after sales service package. All this 
ooints to a significant difference in marketing skills and strategies 
between consumer marketing and industrial marketing. 

We must now try to understand the concept of market 
segmentation mentioned earlier. A market implies a demand for 
a product or service and this presupposes the existence of three 
factors, viz., people with needs, their purchasing power, and their 
buying behaviour. With regard to these three maior factors as 
also some other minor factors, there could be a large number 
of segments or strata in the market itself and the marketing 
strategies, especially to influence the buying behaviour, have to 
be different for each market segment. Approximate marketing- 
mix will also have to be devised to ensure profitable operation 

tTZ eS *T f thC ? roduct mav have to be differentiated to 
meet the needs of various segments. The difference between the 

two concepts, viz., product differentiation and market segmenta¬ 
tion, is brought out in the following statement: 

' ' pr0duct differentiation is securing a measure of control 

S’ * e d f mand for a Product by advertising or promoting 

j tut 1 between a P roduct an d the products of competing 
sellers, market segmentation . . . consists of viewing a heterogene- 

numhTr ark f St ( °n e 5 haracterised b V divergent demand) ts a 
number of smaller homogeneous markets in response to differ- 
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cm product preferences anions imporlant market segments." 

(W. R. Smith) 

Market segmentation is therefore basically concerned with 
dividing the market into several sub-markets or segments, each 
of which is of significant aspects and forms a meaningful homo¬ 
geneous group. The various bases of such grouping or market 
segmentation arc as follows: 

(i) Territorial, Regional or Geographic Segmentation—for 
example, India can be divided into so many territories 
or so many regions like North. East, South and West. 
This segmentation is important for allotting territories 
to salesmen. 

(ii) Demographic Segmentation—that is, in terms of similari¬ 
ties ir» such factors as income level, educational level, 
age group and sex. 

(iii) Social Segmentation—that is, in respect of social class 
and status. This segmentation is important, say, in de¬ 
ciding upon the location of a retail shop. 

(iv) Psychological Segmentation—this could be in respect of 
attitudes, values, differences and behavioural patterns as 
well as buying motives in respect of customers. 

(v) Volume-wise Segmentat'on—for example, heavy, medium 
and light users. 

(vi) Quality-wise Segmentation—for example, in respect of 
customers with very high quality consciousness as against 
those who want average quality. This is also called the 
need or benefit based segmentation. 

(vii) Life Style Segmentation—this is a new concept high¬ 
lighting the needs for segmentation of the market in 
keeping with the life style of the customers. This is 
somewhat related to social segmentation. 

The last important concept in this area is that of market growth 
and market share. Let us study the bar diagram on p. 11 referring 
to a hypothetical market of a certain consumer product, say, 
toothpaste: 

Let us explain what each block indicates: 

(i) Theoretical Maximum Market—This could be the total 
population of India, i.e., 660 million people. 

(ii) Theoretical Realistic Market—A certain percentage of 
the theoretical maximum market will not, in reality, be 
valid, say, children below the age group of 0 to 2|3 
years will not use toothpaste. Therefore, theoretical 
realistic market is lower than the theoretical maximum 
market, 
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Theoretical Potential Market—A further reduction takes 
place in the extent of the market due to such factors 
as prejudices, religious factors, etc. (say, ‘Adivasis’ will 
not use toothpaste). 

Real Potential Market—The market will be further re¬ 
duced if we take into account income level of the people 
who can really afford toothpaste. This will give us the 
real potential market. 

Actual Potent al Market—A further reduction takes place 
due to the habits and preferences of consumers. * In 
rural areas people prefer indigenous things like ‘Nim 

dai’ and do not buy toothpaste even though some of 
them can afford it. 

Actual Market—The actual market is always lower than 
the actua potential market mainly because of the pro¬ 
blem of placement, i.e. taking the product to the remotest 
corners of the country where a part of the actual poten¬ 
tial market exists. Actual market, therefore, is actual 
§ale§ YplymQ pf all tppthpaste manufacturer? put tQ*> 
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gether. In other words, this is the industry sale or the 
market for the industry at any given point of time. 

(vii) Market Share or a Company's Actual Market—Out of 
the total industry sale, a particular firm is getting a 
share of say 20 per cent. In that case this 20 per cent 
represents the market share of the particular firm. 

An interesting point to note is that the position as depicted 
above is valid at a given point of time and keeps changing from 
time to time. The changes are of two types, viz., 

(a) Link changes or chain reaction —for example, vhen the 
total population increases by a certain percentage the 
theoretical maximum market will increase and this will 
set up a chain reaction all the way down. 

(/>) Changes through marketing efforts —through innovative 
and aggressive marketing the potential theoretical markets, 
real potential markets, actual potential market, as well as 
the actual market can be increased over a period of time. 

Further, a company’s share of the market is not determined 
iust bv the quantity the company sells but by the actual size of 
the market. If, suppose, the market size (actual market) in¬ 
creases by 30 per cent, and the particular company’s sales in¬ 
crease bv 20 per cent, its share of the market will come down 
If this phenomenon is allowed to continue, after a certain period 
of time, say 5|7 years, the company’s market share will come 
down to a negligible level, though volume-wise and value-wise 
the company might have increased its sales substantially ! 

This brings us to the important concepts of investment and 
disinvestment in market share. The pertinent question here is: 
‘Is it always possible, or even desirable to improve the market 
share or retain the same?’ Sometimes, the cost of achieving or 
protecting the market share is so high that it would rather be 
desirable to withdraw investments and allow the market share to 
come down. An appropriate decision depends upon the con¬ 
sideration of a variety of factors, viz., the quantum and time- 
frame of the investment or disinvestment in market share as 
envisaged, the particular phase in the life cycle of the product 
(this concept is explained in the next topic) and whether the 
firm is a small, average or dominant one in respect of the parti¬ 
cular product. Catry and M. Chevalier, in their article ‘Market 
Share Strategy and the Product Life Cycle”, have developed a 
quantitative model on market share diagnosis and market share 
strategies, after taking into consideration these and other relevant 
factors. 
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(ii) 


(iii) 


4. Nature and Types of Products 

Marketing theoreticians believe that economies pass through 
three distinct stages: 

(i) Security—This is utility-oriented (e.g. thick walls in the 
village houses). 

Materialistic—This is status-oriented (e.g. when refrigera¬ 
tors first came into use, people displayed them in drawing 
rooms. 

Memory—This relates to pleasant memories in connec¬ 
tion with pleasure haunts (e.g. travelling, boating, picnic, 
etc.) This is, however, applicable more to the western 
countries than India. 

Every product, from a pin to a computer, can be put on a 
particular point in the psycho-sexual-continuum scale. That is, 
a product has two basic attributes—one ‘psychological’ (mostly 
symbolic in character) and the other ‘sexual’ (mostly utility- 
oriented). Some products, say machine tools, can be 10 per cent 
psychological and 90 per cent sexual, while other products, say 
perfumes, can be 90 per cent psychological and only 10 per cent 
ot utility value. An understanding of the psycho-sexual attributes 

planning* 8, b ° tb ex,sf ' n ° anc * potential, is a must in product 

From the competitive angle, all non-essential consumer pro- 
and l cS« C c ass,fied under threc cate gories, viz., fads, fashions 

«f F Sf S "? heSe arC - n ? veIty P roducts (eg- electronics and most 
ot the pharmaceuticals arising out of intensive research work ) 
Initial acceptance for such products is very high, but the rate 

IS a,S ° VerV High ’ SinCC ~ - refinement 
mOStly symboIic Products of the -psycho’ 

£t" '-“«>■ *. *a; is. 

Classics- These have a sustained market and there is Dracti- 

S brand C ’° mPetll / 0n ‘ ’ S main,y due to ^ product feature 

or brand miage (e.g. Parker Pen). 

Next is the concept of a new product. The term ‘new nrodnrf 

is often used rather loosely by marketers giving it a wide range 

of variation in meaning. Sometimes it may mean iust a new 

Zl ° 311 if? 11 ? pr ° dUCt ° r a ^eJo^oduct Some 
inr»v lt ii 0U d b f, JUSt an unnecessa ry speciality. P In some wises 

may be actually a new product to the company but not new 
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to the competitors. In an extreme situation, there may be a 
product new to a country or even to the world. However, from 
the precise marketing point of view, we should consider only 
those as new products which are new to the company, though 
not necessarily new to others and should exclude new packaging 
or size, which is more often than not a promotional gimmick. 

The next important concept we will discuss here is what is 
known as the product life cycle concept. 

Just as a human being, or for that matter any animate being 
goes through different phases in the life cycle, a product too 
has similar phases. These are: prenatal (i.e., when a new pro¬ 
duct is conceived), introduction (i.e., the stage of launching the 
product), childhood, manhood, decline and death or extinction. 
This is illustrated in the following diagram. 



An understanding of the stage of the life cycle, which each pro¬ 
duct is passing through at a given time, is important in planning. 
The technique adopted to find where the product is placed at a 
particular time in the life cycle path, is called diagnosis and prog¬ 
nosis technique. This technique consists in drawing six different 
curves and thereby following a few steps in a logical sequence. 

These are briefly explained below: 

1. Sales revenue of the particular product for the last 5 years 
(or say for 5 units of time) of the particular firm. 

2. Sales revenue for the same period as in 1 above, in respect 
of the same product and in respect of the industry as a 
whole. 








MARKETING MANAGEMENT — AN OVERVIEW 15 


3. Direct cost of selling, in respect of the same product of 
the same firm and for the same period as in 1 above. 

4. ‘Profit’ which will be the difference between sales revenue 
(as per 1 above) and cost of selling (as per 3 above). 
(It is to be noted that this profit is not the same as the 
conventional profit, which is arrived at by deducting all 
costs and expenses from the total revenue). 

5. The return on investment, relating profit as per 4 above 
to the cost inputs or investments as per 3 above. The 
R.O.I. curve and a comparison between the two curves 
as per 1 and 2 above will indicate adulthood or manhood 
or declining state of the product and will also suggest cor¬ 
rective action. 

6. Action curve, indicating actions required to sustain adult¬ 
hood or manhood and prevent decline. This could be in 
the form of more cash inputs, higher revenue through 
better pricing policy, etc. 


The technique of diagnosis and prognosis should be adopted 

at regular intervals, say, every six months, in respect of consumer 

products and every two|three years in respect of industrial 
products. 

An understanding of the product life cycle helps in planning 
of three types, viz., price planning, placement planning and pro¬ 
motional planning .It is interesting to note that profitability of 

in^he^ffe 0 cycle d ' fferS wldcIy de P endin g on its particular stage 

”“ rketi l ng e iP erts believe that there is nothing like a 
c y ce \ Tn T he . re is perhaps only what can be termed 
tfe . cycI % is true in some cases and in such cases 

be noted ? e f”?, 88 the P roduct c y cles. It should 

be noted here that a brand will eventually cease to exist or if at 

the l: p r, w i*{ c °me t 0Wn conside rably. Sometime or 
the other, brand loyalty will be called in question More so 

equated* 6 Anothe° f 2® c ? m P etin S brands is progressively 

Sr «= aair rtss6ft&rK 

ssiS; * saxsa. 11 

mmsms. 
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ability of a company depends to a very great extent on the mix 
of the various types of products in its portfolio. An interesting 
study has been made in this area by the Boston Consulting Group. 
Their simple model of product classification is as follows: 


MARKET SHARE 



HIGH 


LOW 




★ 

9 

• 

CASH COWS 

DOGS 


‘Stars' bring more cash and also use more cash. ‘Cash cows’ 
bring more cash but use less. A company’s ultimate strategy 
should be to have more ‘cash cows’ to milk! However, a signifi¬ 
cant part of the cash generated by these products has to be used 
for nursing the ‘problem children’ and restore them back to 
health. The nursing programme will bring some of the ‘problem 
children’ to the ‘stars’ category and others to the ‘dogs’. It is 
the ‘dogs’ which take a lot of management time and attention 
and also consume much of the financial and other resources of 
the company. Incidentally, the ‘dogs’ include many of the pro¬ 
ducts which need elimination. In passing, it may be mentioned 
that the Boston Consulting Group also found that the manufac¬ 
turing costs would be relatively low in respect of those products 
which enjoy a larger market share (i.e. the ‘stars’ and ‘cash cows’). 

5. Diverse Functions under Marketing 

Major marketing functions can be broadly classified under two 
categories, viz., general marketing functions and specific market¬ 
ing functions. Under general marketing functions can be included 
the following: 

(i) Determining and reviewing marketing objectives; 

(ii) Developing long range marketing plans; 
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(iii) Developing short range marketing plans in the form of 
annual budgets with break-up of the same into shorter- 
period budgets; 

(iv) Developing marketing executives; 

(v) Coordinating all the specific functions under marketing 
(mentioned below); 

(vi) Evaluation of marketing performance, both overall and 
in respect of each specific function; and 

(vii) Developing, reviewing and restructuring the marketing 
organisation. 


Specific marketing functions include the following: 

(i) Marketing Research—This includes demand analysis, 
sales forecasting and research connected with actual and 
potential buyers, present and future products and exist¬ 
ing and new markets. This also includes market sur¬ 
veys, desk researches and several other techniques to 
delineate the market profile, estimate the growth in mar¬ 
ket size and establish the market share enjoyed by the 
company. Researches in respect of competition as well 
as competitors are also an integral part of market re¬ 
search. Market research is undertaken to serve two 
broad purposes, viz., decision-making (with the helD of 

~ tlCa,,y ° btainCd « uantita tive data) and attifude 
Miivcys. 

(ii) Product Management—This covers developing new nro- 

dnrf S ’ m ° d ' fy,n g ex,st,ng products and dropping the pro¬ 
ducts which no longer need to be marketed. This To 

developing, reviewing and readjusting product 
terms of" St 0 rateg, f ’ di J co V nt structure, credit P policy. 

... ™ in -p-ofbXiL" 8 

(1U) ”5* Sales—The functions included here are recruit- 

^.Tand contof° rCe inVen,ory and ^eivables p.an" 

0V) 282 ot dk - 

ing an appropriate J - channeIs - develop- 
wholesalers channel-mix, agreements with 
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the various selling points. All these put together form 
the logistics of distribution. 

Advertising and Sales Promotion—Various functions 
coming within its purview are publicity, public relations, 
usual promotion through mass media either directly or 
indirectly with the help of advertising agency, sales pro¬ 
motional aids (e.g. samples, promotional literature, cata¬ 
logues, etc.) and special promotions (e.g. through fairs, 
exhibitions, conferences, etc.) 

Organisation of the marketing department should take care 
of all the general and specific functions indicated above. Many 
companies have four major functions under the marketing de¬ 
partment, viz., direct selling, distribution, advertising and other 
marketing (which includes marketing research, product manage¬ 
ment and all the general marketing functions mentioned above). 

From a slightly different angle, viz., the actual output of market¬ 
ing, all the functions of marketing have been succinctly put under 
six categories by Dr. E. D. McGarry. These are as follows: 

(i) The contractual function—the searching out of buyers 
and sellers which requires an elaborate and often un¬ 
obtrusive mechanism. 

(ii) The pricing function. 

(iii) The merchandising function—the work of gathering in¬ 
formation about consumer needs and translating these 
into practicable product designs. 

(iv) The propaganda function—‘the conditioning of the buy¬ 
ers or of the sellers to a favourable attitude towards the 
product or its sponsor.’ 

(v) Physical distribution—the job of transporting and storing 
goods to create time and place utility. 

(vi) The determination function—an omnibus category that 
includes completing the transaction and all contingent 
liabilities that remain even after delivery takes place. 

6. Marketing Research 

Acceptance of the marketing concept requires the direction of 
each of the P’s in marketing towards consumer satisfaction and 
profitability. To direct the elements of marketing mix effectively 
towards the consumer, marketing research is a must. Marketing 
research is systematic, objective and exhaustive gathering, record¬ 
ing and analysis of facts relevant to any aspect of marketing. 
Marketing research is essentially an application of scientific me¬ 
thods to the solution of marketing problems. 




MARKETING MANAGEMENT — AN OVERVIEW 


19 


Marketing research is a broad term which includes all research 
activities in all marketing aspects. Thus, market analysis includ¬ 
ing demand analysis for short and long range forecasting, sales 
analysis, consumer research including motivation research, price 
studies, new product studies, product testing, packaging perfor¬ 
mance analysis, promotional effectiveness studies, competition 
analysis, advertising research and distribution analysis are all part 
of marketing research. Market research is, however, a relatively 
new field and its tools are still in the process of development. 
But its scope and use in market planning are very wide indeed. 


The various steps involved in marketing research are as follows: 

(i) Defining the marketing problem; 

(ii) identifying the marketing research problems involved; 

(iii) determining the information needed and the sources from 
which it could be gathered; 

(iv) obtaining the relevant facts; 

(v) analysing and interpreting the facts with reference to the 
problems; and 

(vi) preparing the research reports incorporating the findings. 

A few words about the third step here, i.e., collection of data 
ana information. Sources of information are basically of two types, 
viz., primary and secondary. Primary sources comprise the com¬ 
pany s own records, dealers, buyers and consumers or users. Se¬ 
condary sources consist of various publications or researches rele¬ 
vant to the problems, including the publications and reports of 
vanous Government authorities. Obtaining relevant facts—the 

U .uJ te ^' S usuaIIy done through a combination of several 
methods. These are observational methods, experimental methods 

( ^ hlCh 1! \ cIude survey through the telephone, maii 
or personal interviews and receiving answers to a pre-set question- 

toTl^^ resear t ch Similar to survey methods but restricted 
o a spwifie group of respondents who are on the panel) 

One has to be aware of the pitfalls in marketing research 
Marketing research, however efficiently carried out can sddom 

"to^u.ive a !! lrt markCt : ng pr ? bIems can be" no sX 
w"TV° ex <*^tive judgement m the decision-makin^ nroress 

may SUff6r >™S g ns P S 

(,) ’ m ** et sometimes being in a state of flux 

market s,ze growing or contracting a 8 t a very high fate.' 

(") Techniques-e.g., quality 0 £ interviewing, statistical error. 

^ ^^a^cnHtTMhe^marke^riearch^ata n and r find°ings! n,Cr " 
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7. Sales Forecasting 

Sales forecasting is an integral part of marketing planning, both 
for short-range or operational plans and for long-range or strategic 
plans. There are several techniques commonly used for sales fore¬ 
casting. There range from forecasts based on intuition, hunches 
or guesses, to sophisticated statistical and operations research 
models. Some of the methods are mentioned here: 

(i) Percentage Increase Method. —This is mostly arbitrary. 
Certain percentage increase is added on to the previous 
year’s sale. This can only provide some ‘guesstimate’. 

(ii) Sales Force Opinion Method —Sales forecast in this case 
is built on the basis of the opinion and estimates submitted 
by all the members of the sales force. This method is 
somewhat better than just guesstimates. 

(iii) Executive Opinion Method—This takes into account opi¬ 
nions and views of executives and sales forecast is prepared 
after taking into consideration the broad market research 
findings. 

(iv) The End Use Method as well as Buyers’ Expectation 
Method —This is often applied in industrial marketing. 
The approach here is to focus attention on the buyers’ 
need for various products and spares during a particular 
period. Sales forecasts are based upon such anticipated 
needs. 

(v) Statistical Methods —While the above methods hardly ap¬ 
ply any refined techniques and are by and large subjective, 
there are various statistical methods which seek to reduce 
ihe bias due to subjectivity and approach the problem of 
sales forecasting from a more scientific angle. Some 
such techniques are: 

(A) Quantitative: 

(a) trend extension; 

( b ) time series analysis, which includes weighted moving 
averages, classifical decomposition, smoothing techniques, 
etc. and also a very common method called the method 
of least squares; 

(c) multivariate analysis; 

( d ) input|output models (regression causal models); and 

(e) probabilistic models. 

(B) Qualitative, i.e. explorative and normative models, e.g. 

( a) technological forecasting (T.F.)—a must in industrial 
marketing; 
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(6) scenarios; and 

(c) Delphi techniques. 


8. Distribution 


Peter Drucker has described distribution as ‘industry’s Dark 
Continent’. Distribution or placement is an important function 
of marketing. Between the producer or manufacturer and the 
consumer or the user there are a number of intermediaries or 
middlemen who ensure a smooth flow of goods and services. 
They are commonly called distribution channels. The usual dis¬ 
tribution channels for consumer products and industrial products 
are shown separately, keeping in view the various feasible alter¬ 
natives. 

Consumer Products: 


(a) Manufacturer—broker or agent—wholesaler—retailer— 

consumer (sometimes the wholesaler may be absent and 
the product may flow direct from the broker or agent to 
the retailer). 

( b ) Manufacturer—own stores—consumer 

(c) Manufacturer—mail order—consumer 

(d) Manufacturer—door to door—consumer 

( e ) Manufacturer—wholesaler—retailer—consumer 

(/) Manufacturer—own branches or depots—retailer—con¬ 
sumer 


Industrial Products: 


(a) Manufacturer—broker or agent—distributor or wholesaler 
-—industrial, institutional or commercial user (sometimes 
the distributor or wholesaler may be absent) 

(b) Manufacturer—distributor or wholesaler—industrial, insti- 
tional or commercial user. 

(c) Manufacturer—own branches or depots—industrial, institu- 
tional or commercial user. 


A large organisation, or even a medium or small size organisa¬ 
tion engaged in consumer marketing or industrial marketing, will 
not have only one channel of distribution—most probably it will 

a ™ c mbe : r ? f cban £ eIf \ or T so t0 sa y* a distribution channel 

SSI , Vi has to be developed and reviewed from time to 
time,, with an eye on several factors, viz.. 


(a) promptness, ease and regularity of distribution; 

«*> nom y ° r the cost involved, specially to what extent such 
costs could be transferred directly to the consumer or user; 
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(c) organisational aspects, specially with regard to the setting 
lip of own branches or depots. 

Advertising and Sales Proniot'on 


This is perhaps the most dynamic function under marketing 
and this requires a number of skills and strategies. To be success¬ 
ful in this area marketers have to draw heavily upon various tools, 
techniques and concepts from other disciplines. Contribution of 
the behavioural sciences in this area is particularly significant. We 
have already indicated that there is some sort of psychological 
value added to a product through advertising—by appropriate 
advertising a company can build up an extra value for its product 
in the mind of the consumer. 

The purpose of the advertising function is to present, pro¬ 
mote and sell goods, services, system and ideas. Its primary aim 
is to sell at a profit for the company. However, while advertising 
is the cheap promotional tool for consumer goods, personal selling 
is a better mode for promotion of industrial goods. Yet indus¬ 
trial advertising has an important part to play by way of building 
awareness, comprehension, efficient reminding, lead generation, 
legitimation and reassurance. 

Often a distinction is sought to be made between advertising 
and sales promotion. Advertising is ‘effective product position¬ 
ing through u.s.p. (unique selling point).’ It is, therefore, com¬ 
monly associated with the mass-media. The general role of 
sales promotion is persuasive communication. Basically, the 
task of sales promotion comprises stimulating customer buying 
and distribution effectiveness. However, to a large extent, adver¬ 
tising and sales promotion are complementary. For example, 
sales promotion is often used as a means of reinforcement for 
bringing a media campaign closer to the customers. Sales pro¬ 
motion may be undertaken in various forms, e.g., reduced price 
offer, premiums or gift offers, arranging a contest, sampling, 
distribution of coupons, trade promotions and sales-force promo¬ 
tions. 

Advertising and sales promotion techniques could be employed 
to fulfil various objectives. Some of these could be: introducing 
new products, penetrating new markets, increasing, the share of 
the market, building up a corporate image, reaching customers 
inaccessible to salesme/n, educating consumers, etc. 

Advertising—as also sales promotion—is broadlv of three types, 
viz., pre-sale, during-sale and post-sale. Pre-sale promotion is 
important because, with reducing money portfolio, the rusk of 
purchasing is going up, specially in the Indian context. . There¬ 
fore, marketing efforts should be directed toward reducing the 
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risk cf purchase. This can be done in say, four ways, viz., ( 1 ) 
meaningful guarantee, (ii) complaint sortment system (both in- 
dustrvwise and organisationwise), (iii) demonstration and (»v) 
exhibition, phamplets, etc. Besides reducing the risk of purchase, 
pre-sale promotion is intended to provide intelligent information 
to consumers and buyers and establish brand image. 

After-sales promotion is also often necessary. A ready ex¬ 
ample is the massive advertisement campaign on Airbus, which 
continued in the Indian newspapers even after such Airbuses had 
been purchased by the Indian Airlines. After-sales promotion 
helps in three respects, viz., 

(i) reassuring the buyer that his buying decision is right; 

(ii) creating a psychological impact on quality and thereby 
developing some sort of brand loyalty; and 

(iii) status building. 

Advertising and sales promotion techniques are primarily ori¬ 
ented towards influencing the buving decisions of the customers. 
A customer need not necessarily be the user or consumer. Again, 
he need not necessarily be the person who buys; he could be the 
person who might influence another’s decision to buy. How¬ 
ever, to be able to influence the buying decision of the people 
what is imoerative perhaps is an understanding of their buying 
motives. Buying motives could be looked at from two angles, 
viz., product motives, and patronage motives. Product motives 
could be economy, quality, reliability, purity, time or labour- 
saving ability, durability, uniformity, etc. Patronage motives 
could be reliability of sellers, co-operation, prompt repair service, 
continuous supply under all conditions, quick and reliable de¬ 
livery, low prices, etc. 

Very often such buying motives are associated with some par¬ 
ticular brand of a product. Customers develop some sort of a 
loyalty to a particular brand when they find, individually or 
iointly, that for a long period their motives in buying are satis¬ 
fied by the particular brand. This is called brand loyalty. 
Brand lovalty in its strongest form is described as brand insistence. 
The weakest form is brand indifference. Somewhere in between 
the two is brand recognition and at times brand preference. Some¬ 
times a particular product of a company might acquire within a 
short period a certain degree of brand loyalty from its customers. 
This is mostly due to the corporate image as well as the brand 
loyalty enjoyed by various other products marketed by the same 
company. Sometimes the corporate image may not be very high 
but even then many of the products of a company may acquire 
significant brand loyalty. This may be due to the inherent fea¬ 
tures of a product itself or, to be more precise, its ability to 
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satisfy the buying motivations of the customer. One of the 
major functions of advertising and sales promotion is to establish, 
maintain and improve the brand loyalty of customers in respect 
of various products. 

A technique commonly adopted in promotion of new products, 
more particularly consumer products, is test marketing. Test 
marketing is a stage, in the process of the development and com¬ 
mercialisation of a new product, where the product and market¬ 
ing programmes are tried out for the first time in a small sample 
of well-chosen and authentic sales environment- While plan¬ 
ning for test marketing, the planner must decide in advance what 
sales and other information he would require to evaluate the 
strengths and weaknesses of the new product. Test results may 
help new product introduction immensely by providing reliable 
evidence of the product’s sales and profit potential. The usual 
decision rules in this area are as follows: 

High trial rates]high repurchase rates —go decision. 

High trial rates]Iow repurchase rates —consumers not satisfied 

with the product—either redesign or drop. 

Low trial rates]high purchase rates —seems good but more peo¬ 
ple must be influenced to try it, which means high advertising 

and sales promotion. 

Low trial rates]low repurchase rates —product likely to fail. 

Systematic advertising and promotion involves the following 
activities: 

(a) planning the advertising; 

( h ) ensuring that, during execution of the plan, the copy or 
message must throw up the U.S.P.; 

(c) selecting the agency or organising the company’s own 
• department to execute the plan; 

(d) media selection (e.g. press. T.V., cinema, literatures, etc.); 

( e ) developing an advertising budget in conformity with the 
plan; 

(f) ensuring co-ordination with other marketing tools; 

(g) executing and monitoring the advertising plans; and 

(h) evaluation of advertising and promotional effectiveness. 

Of these activities, two are crucial from ihe finance angle, viz- 
budgeting and evaluation. These two presuppose a great deal of 
understanding of financial implications and an ability to correlate 
the cost of efforts with the value of benefits or results, in financial 
terms, as far as practicable. Advertising budgets are based on any 
one or a combination of the following factors: 

(a) a fixed percentage of sales turnover taken as the budget or 
appropriation; 
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( b ) the money spent by competitors; 

(c) intensity of the competition and the need to counter their 
strategies; 

( d ) availability of funds; 

(e) implementing' a new marketing strategy (e.g. penetration 
into new markets, popularising a new use of an existing 
product, etc.) 


Sometimes it becomes necessary to engage in a massive advertising 
campaign for a product or products to oust a formidable new or 
potential competitor or improve upon the existing market share. 
Such advertisement plans, involving as they do huge outlay of 
funds, should be thoroughly examined from financial angle before 
they are actually implemented. Such financial evaluation may 
be made with the help of modem techniques of investment ana¬ 
lysis such as Return on Investment (R.O.I.), Discounted Cash 
Flow (D.C.F.) method, etc. 

Evaluation of advertising effectiveness is perhaps the most 
challenging task to any finance or marketing executive. For all 
the developments in financial and marketing management tech¬ 
niques this still remains a million Dollar question. Results gain¬ 
ed by advertising efforts defy any precise financial measurement. 
Notwithstanding this, however, some rough and ready approaches 
and approximate tools and techniques have been developed. One 
approach is to measure O.T.S. (opportunity to see) and then 
link up financially. Another approach is DAGMAR which seeks 
to provide a linkage between ‘defining advertisement goals’ (DAG) 
and ‘measuring advertisement results’ (MAR). Some other 
financial techniques (to be illustrated in due course) could be 
made use of with advantage to establish, albeit on a rough basis, 
whether the promotional rupee is going down the drain or paying 
back The guiding principle here should be, “it is better to be 
vaguely right than precisely wrong”! 

10. Cost-Revenue-Investment Framework vis-a-vis Martetin? 

Cost, Value and Productivity 


Lastly, we shall attempt to provide a perspective view of the 

marketing function in an organisation, in relation to the various 

inputs and ingredients that both influence and are influenced by 
marketing. 7 

First is the cost-revenue-investment framework in marketing. 

M u™ a br ° ad “Sf 3 * 11 "* here and covers ‘ m its ambit 

all coste of setting up as well as running a marketing organisa- 

- 0f ? ese cosf . s are of one-time nature—‘the capital 
nf accou ? t,ng terminology. Other costs are ‘revenue’ or 

of recurring na j ure - ® ut even those one-time capital costs be¬ 
came a part and parcel of the recurring costs through the process 
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of depreciation or amortization, so that in the end all costs have 
to be absorbed or recovered through operations. 

Revenue is what the organisation earns by selling its products 
andlor services to customers outside the organisation. At each 
marketing deal some revenue is earned, simultaneously some costs 
are directly incurred and some other costs are related to or 
matched with the revenue so earned. This process goes on con¬ 
tinuously during, say, one accounting period. The sum total of 
all revenues is then matched against the sum total of all costs, 
both direct and indirect, and the difference is worked out. When 
the difference is on the positive side (i.e. total revenue exceeds 
total cost), it means a positive surplus or profit. The negative 
difference means a loss. 

To keep the recurring operations going in marketing there has 
to be some investments. These are broadly of two types, viz., 
investments on capital assets (e.g. motor cars, warehouses, office 
equipment, etc.) and those on working capital (e.g.. inventory, 
accounts receivable etc.). The recurring costs of such investments 
have to be absorbed, as stated above, alona with the direct cos’s, 
by revenues earned through marketina efforts. Recurring ccst 
due to investments in marketing usually takes any or both the 
following forms: 

(a) depreciation or dimunition in respect of capital assets 
inventory, value of amounts to be collected from customers, 
etc. 

(b) financing or interest charges (actual or notional), covering 
all investments both in fixed assets and in working capital. 

A substantial part of these recurring costs, arising out of mar¬ 
keting investments, is of a non-cash nature. Interest actually pa>a 
against borrowings is perhaps the only cash cost. But both cash 
and non-cash costs have to be taken into account to realistically 

arrive at the profit or loss through operations. 

The cosl-revenuc-investment inter-relationship discussed above 
is succinctly represented bv a financial ratio called the Return 
on Investment (ROI). This ratio has broadly two components, 
viz.. Return on Sales (ROS) or Margin Ratio and the Turnover 
of Capital Employed (Times). Return on Investment improves 
or deteriorates not due to just the higher or lower earning in 
the form of gross margiin percentage on sales Even with t 
same margin percentage, ROI can improve or detenora e J as * 
cally through efficiency or otherwise in the deployment of funds 
or capital employed in marketing operations. In fact it is quit 
possible to improve ROI percentage dramatically by improving 
the rate of capital turnover (times), margin percentage remaining 
the same. This is what is called the concept of Turn and Earn. 
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Coming to the economic or commercial value of marketing, 
it cannot be gainsaid that it is very mucli related to the cost ot 
marketing (also measured in financial terms). This further leads 
us to the concept of productivity. Productivity is an all-pervad¬ 
ing concept. Productivity is not just a management technique 
—it is a habit, an attitude, a philosophy. At the macro level 
productivity can be looked upon and measured through the 
extent of wealth formation for the society. When we talked of 
the social value of marketing, this aspect of wealth formation 
was examined. The other angle of viewing productivity, which 
is our immediate concern, is the micro angle. 

From the micro angle, productivity can be measured as a ratio 
of output to input or the value of output to the cost of input. 
This measure can be indiscriminately applied to the business unit 
as a whole as well as to any of its functions or segments of 
activity, and marketing cannot be an exception. Marketing pro¬ 
ductivity can, therefore, be measured in terms of the value of 
output resulting from marketing operations, related to the cost of 
inputs of all types needed for undertaking and effectively running 
these operations. 

It will be interesting to note how the cost-revenue-investment 
framework is logically linked up with the concepts of marketing 
cost, value and productivity. In the ultimate analysis, all these 
concepts boil down to the concept of productivity. It is the con¬ 
tinuous improvement in productivity that has to be the objective 
of all marketing operations. If through deliberate planning, 
systematic implementation of the marketing plans and an 
effective monitoring and control system, improvement in produc¬ 
tivity is achieved, then there is no doubt that marketing efforts 
will bring all-round success. 
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BASIC FINANCE CONCEPTS 


1. The Firm as an Economic Unit; 2. The Financial Needs and 
Resources: 3 The Position of Accountant in Modern Organisa¬ 
tion; 4. Basic Principles, Conventions and Concepts; 5. Capital 
and Revenue; 6. Financial Accounting; 7. Cost Accounting; 
8. Management Accounting: 9 Financial Management; 10 Other 
Finance Functions. 


1. The Firm as an Economic Unit 

To survive and grow, a firm or a business unit has to be eco¬ 
nomically viable—it has to run as an economic unit. In the first 
instance the firm has to acquire or make available to itself some 
resources. Only then, through planned, systematic and efficient 
use of such resources, can the firm produce some results. The 
resources and the results may also be described as input and 
output respectively. The balancing of such input and output 
should eventually leave some surplus. The surplus is called 
profit. As long as a positive surplus or profit does not accrue, 
the firm cannot be called an economically viable unit. Another 
interesting point to note in this connection is that both the 
resources and the results are external to the business. And only 
through management skills can resources be exploited to produce 
results favourable to the business unit. Hence arises the need 
for efficient and effective management of resources. 

Resources are of various types. Chiefly they are men, materials, 
machines, market and money. Each of these resources needs 
efficient management. Slightly different management skills are 
required in respect of the various resources. This is how the 
various functional areas of management have been developed, 
viz.. Personal Management (Men), Production Management or 
Operations Management (Machines), Materials Management 
(Materials), Marketing Management (Market, which is also a 
resource in the form of opportunity to be explored and exploited) 
and Financial Management (Money). 

2. The Financial Needs and Resources 

Money is one of the most important resources, others being 
men, machines, materials, etc. But the pivotal role of money 
is evident from the fact that, itself being a resource, money is 
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also used for acquiring other resources and also for measuring 
the changes in them. This complex and multi-faceted role of 
money in an enterprise might sometimes confuse one’s understand¬ 
ing. But this nevertheless highlights how important a resource 
money is. 

It necessarily follows, therefore, that the film has to first acquire 
finance and then its other resources. Accordingly, the financial 
needs of a unit primarily emanate from the need for acquisition 
of other resources like men, machines, materials, etc. We all 
know, “Money is what money does”. It is true for a business 
unit also—it does not want money for its own sake; it wants 
money to be able to exercise command over various resources. 

The requirement of finance for an enterprise arises mainly from 
two factors, viz., provision for acquisition of fixed assets and 
that for working funds or working (or circulating ) capital. Fixed 
assets are land, building, plant, machinery, equipment, etc. which 
are used in business (for a period of time longer than one year), 
to enable it to earn profits through recurring purchases, produc¬ 
tion and sales. Working funds are necessary to meet the day-to- 
day revenue expenditures like materials purchase, payment of 
wages, payment for overhead expenses, etc. Working capital 
keeps the business going since physical assets (say, plant and 
machinery) cannot by themselves effect any production or sales 
unless they are regularly fed with materials and services. The 
finance needed to provide continuously for such materials and 
services is actually the working capital. The two areas (viz., 
fixed capital and working capital) representing financial require¬ 
ment differ widely in respect of both the sources and servicing of 
finance and the mode of utilisation of the same. 

Sources of finance are broadly two. viz., internal and external 
(also expressed as Own Capital and Loan Capital or as Internal 
Equities and External Equities). Usually, internal finance is utilised 
in providing fixed assets and the hard-core or fixed element in 
working capital. And external finance (short-term) is mostly 
utilised in arranging for working capital. Long-term external 
funds are needed to partly finance fixed assets in connection with 
expansion, modernisation and diversification programmes. These 
principles, however, should not be taken to be rigid. Depending 
on the nature of the business and the financial policy and plan¬ 
ning of a particular enterprise, there may be variance in, 
approaches to sourcing decisions. 

3. The Position of Accountant in Modern Organisation 

A modern organisation, specially one engaged in industrial or 
business activities, should have three basic functions, viz., mar- 
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keting, production and finance. There are other functions as well 
V1Z -* Purchase, Commercial, Material Management, Personnel, 
Administration, R&D, etc. But these are by and large subservient 
or supporting to the three main functions. Of these various 
functions, the Accounting and Finance function is all pervasive 
in nature. All departments or functions are by and large depen¬ 
dent on and influenced by the Accountins and Finance Depart¬ 
In the earlier days, an accountant’s role in the organisation 
was of a very limited nature. Consequently his position in the 
organisation was also not of great significance. His main function 
was that of the treasurer. He was the custodian of the cash 
resources of the enterprise. In addition to this he used to main¬ 
tain the score card of the business. He used to religiously record 
all purchase and sales transactions of the enterprise. And in 
maintaining such records, he used to abide by the instructions of 
his employers. But over the last few centuries, an accountant’s 
functions and consequently his position in the organisation have 
undergone a sea-change. The factors that have contributed to 
this are, to mention but a few, growing industrialisation from the 
19th century onwards, the enactment of the Companies Acts and 
formation of joint stock companies in different countries, the two 
World Wars, world-wide depression in the ’30s, post-War booms 
and inflationary pressures, and spectacular technological advance¬ 
ments. Some other factors, specially from the marketing angle, 
which have added further dimension and complexity to the finance 
function, are growing competition, transition from sellers’ market 
to buyers’ market and increasing state participation in and con¬ 
trol of industrial as well as commercial activities. 

Today s accountant is not therefore just a treasurer and a score- 
keeper. He has to discharge, in addition to these, a host of diverse 
functions, complex and interdependent in nature. Consequently, 
he has come to occupy a key position as an executive in the 
modern organisation. Professional accounting bodies have been 
formed, with state patronage and regulation, almost all over the 
world. As a result, accountants are today guided not so much 
by the dictates of their employers as by the various statutes of 

one hand and professional obligations and 
ethics on the other. Besides these, accountants have developed, 
over a period of time, some basic principles which are built up 
on the foundation of certain sound concepts and conventions. 
And they are committed to such principles and concepts. 

4. Basic Principles, Conventions and Concepts 

, l*rincip!es: The word ‘principles’ connotes a general truth or 
a fundamental belief, somewhat rigid in character. This is of 
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course true for natural sciences (e.g. The Law of Gravitation). 
But when we talk of accounting principles we mean only some 
standards or norms to be followed in the practice of accounting. 
These standards are to a certain extent flexible since these have 
to be adapted to the needs of varied and widespread changes in 
business situations from time to time. However, such flexibility 
is to be ensured not by individual accountants, but through the 
national and international professional accounting bodies, since 
these bodies alone can review and lay down accounting standards. 
From this standpoint, the expression ‘accounting principles’ should 
be used in a broader sense so as to cover all techniques, proce¬ 
dures, conventions and concepts in respect of accounting. 

One time-honoured principle in accounting is that of Dual 
Aspects and this can be considered as a fundamental belief, rigid 
in nature. This principle signifies that accounting has to take 
cognizance of both the aspects involved in each transaction. That 
every transaction has two aspects is an axiom. Accounting, 
therefore, is not complete and scientific unless and until both the 
aspects of a transaction are duly recorded in the Books of 
Accounts. This principle is somewhat similar to Newton’s Third 
Law of Motion. 

(i) Net worth of business (capital plus accumulated retained 
earnings) and (ii) Net of assets (total assets minus outside liabi¬ 
lities). These two represent the two broad aspects and also results 
of all accounting operations. The first one may be expressed 
as an ‘abstract’ aspect and the second one (net of assets) is the 
‘concrete’ manifestation. That is why, the capital of a business 
unit is described as ‘assets minus liabilities’. Needless to say, 
‘capital’ itself is something abstract; and this is represented through 
‘assets’ which is the concrete aspect. These two, viz., capital 
and assets, therefore represent only the two sides of the same 
coin. Ordinarily increase in ‘capital’ means corresponding and 
equivalent increase in ‘assets’ too, and vice versa. 

Conventions: Over a fairly.long period of time, quite a few 
healthy conventions have been developed in accounting and these 
are by and large followed by accountants all over the world. 
Some of these conventions are briefly discussed here: 

(i) Conservatism: This is based on sound business prudence 
or commercial expediency which dictates: “Provide for any loss 
or expenses that might arise in the future, but do not take into 
account any anticipated profit or gain which may not be realised.” 
Following this approach closely, accountants have to be hi^hiy 
conservative in the treatment of different items of income and 
loss (specially accrued or outstanding ones) which have a 
direct bearing on the profit or loss of the accounting period. The 
justification of such conservatism for the accountant lies in the 
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fact that, if the anticipated loss does not arise (or the expense 
will not have to be met) in future, the business is not worse of 
(it will be rather better off). The financial condition of the 
business would, on the other hand, be adversely affected if an 
anticipated income already taken into account is not realised 
subsequently. Sometimes a part of the overstated profit (due to 
such anticipated income) might have already been distributed as 
profit or dividend. This would in effect mean distribution of 
dividend out of capital, which is prohibited under the Companies 
Act. 

The accountants’ commitment to conservatism very often leads 
to gross understatement of profits. That is why it is subjected 
to severe criticism. Without going deep into the viewpoints of 
the supporters and the critics, it may be said that such coaserva- 
tism must be within reasonable limits and the true and fair profit 
of the business for an accounting period must be revealed. 

(ii) Consistency: The accountant has, necessarily to be con¬ 
sistent all through in the treatment of the same type of items. 
There may be more than one treatment available for a particular 
item and all such treatments may be valid under accounting 
principles. But whatever treatment the accountant will adopt 
for a particular type of item, he should follow the same for all 
items of the same type. Cash discount received on purchases of 
goods may be treated either as a deduction from purchase value 
or as an independent income. Both treatments are accepted in 
accounting. But if a particular case of cash discount on pur¬ 
chases is treated in one way, the same treatment should continue 
for similar discount on all subsequent purchases unless of course 
there is a valid reason for a change. The word ‘consistency’ is 
used here in a restricted sense, not to mean logical consistency 
but only consistency in treatment. The objective underlying this 
convention is that comparison of accounting figures over different 
periods should be on an ‘apples to apples’ basis. 

This convention no doubt curtails somewhat the liberty of the 
accountant. But its importance cannot be overlooked. Valua¬ 
tion of closing stock is an important area where consistency in 
treatment is definitely needed to arrive at the ‘true and fair’ 
profit or loss of a business. 

(iii) Disclosure: The convention of ‘disclosure’ or ‘full dis¬ 
closure’ denotes that all information of material nature should 
be fully disclosed in the financial statements. The purpose be¬ 
hind this is to ensure that the information provided in the finan¬ 
cial statements does not mislead the user. Another reason for 
this convention is that sometimes certain important events might 
take place during the period intervening between the date as on 
which a statement is prepared and the date it is published. 
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Some examples of full disclosures are accounting methods, con¬ 
tingent liabilities, change in basis of inventory valuation, signifi¬ 
cant difference between cost and market value of investments, 
material events taking place subsequent to the preparation of 
balance sheets, etc. 

(iv) Objectivity: This convention has two implications, viz., 
preparation of accounting statements on the strength of objective 
evidence and factual data, and interpretation of the results in an 
objective manner. Accountants should therefore always try to 
be objective in analysis, recording, and summarising business 
transactions as also, in interpreting the results. Particularly re¬ 
garding interpretations of financial data this non-committant and 
dispassionate role of the accountant is very important. While 
other people might tend to interpret some accounting data in 
a manner that suits their purpose, an accountant should place 
all facts and figures relevant to the purpose and ensure inter- 
pretation and the resultant conclusion in the most objective man¬ 
ner possible. The scope for personal equation or subjective 
value judgement is very limited in accounting. It has been seen 
that from the behavioural angle this commitment to objectivity 
might create some problems for the accountant. Sometimes it 
is seen that the most objective accountant happens to be the 
most unpopular man in the organisation! But professional re¬ 
quirement of objectivity should not be sacrificed just for the 
sake of winning popularity. 

h / c V) . Materiality: This convention presupposes that accounting 
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corporated company has got such distinct entity or personality 
and other forms of business, like proprietorship or partnership 
firms, do not have any legal entity distinct from the proprietor 
or partners. But for accounting purposes every business unit is 
taken to be a separate entity. All books of accounts are meant 
for (and for that matter, all records or transactions are made in) 
the books of the business and not of its owner or owners. This 
business entity concept clearly explains why the loss incurred by 
a business unit is shown as an asset (or decrease in liability, 
which is theoretically the same as increase in asset). Conver¬ 
sely, if the business unit earns profit, it goes to increase the lia¬ 
bility of the business unit—its liability to the businessman. 

(ii) Money Measurement: The money measurement concept 
presupposes that accounting takes cognizance of only such tran¬ 
sactions as are amenable to strict monetary measurement. The 
measurement may sometimes be a little subjective (for example, 
in the case of depreciation estimates) or notional. But as money 
is the measuring rod of everything, transactions have to be sub¬ 
jected to such measurement by money before they lend them¬ 
selves to accounting treatment. A group of loyal, efficient and 
diligent employees is a vital asset to a company. But such an 
asset is not ordinarily accounted for in the books because of 
the difficulties involved in measuring its value in terms of money. 

(iii) Continuity or Going Concern: The assumption under¬ 
lying the continuity or going concern concept is that a business 
unit has a perpetual life—it will go on forever. This might 
imply that the accountant is the most optimistic man in the or¬ 
ganisation! Normal accounting operations do not consider or 
envisage the possibility that the business may be closed down 
or liquidated in the near future. Under unusual or abnormal 
situations, however, accounting has to consider this fact if the 
business unit is really heading to a close. But ordinarily, account¬ 
ing has to go by the going concern conceDt. The values of 
assets and liabilities shown in the Balance Sheet of a company 
may be found to be widely different from their respective market 
worth or realisable values. But because of his adherence to the 
going concern concept, the accountant may and would ignore 
such market fluctuations, especially in the valuation of assets. 

(iv) Historical Cost: Somewhat related to the ‘going concern’ 
concept is the fourth concept, viz., historical cost concept. This 
means that accounting keeps records only of actual costs or in¬ 
comes which become past or historical with the passage of time. 
In other words accounting does not consider changes in the value 
of money over a period of time. If a machine is purchased to¬ 
day at say, Rs. 1 lakh this cost will appear in the books of 
accounts so long as the machine is used or held. And during 
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It may be noted here with advantage that the accrual theory 
is the logical off-shoot of a particular basis of accounting called 
the mercantile basis. There is yet another basis, viz., the cash 
basis, where such adjustments are not required, since profit or 
loss are ascertained simply on the basis of actual cash receipts 
and outlays during the relevant accounting period. The more 
widely accepted one is, however, not the cash basis but the 
mercantile basis of accounting. 

5. Capital and Revenue 

The distinction between ‘capital’ and ‘revenue’ is a logical re¬ 
quirement of the accounting period concept discussed above. By 
capital and revenue we mean capital and revenue transactions 
respectively. Capital transactions mean transactions involved in 
the purchase, acquisition, sale or disposition of assets or some¬ 
thing which has got a life of at least more than one year. Re¬ 
venue transactions, on the other hand, relate to the incomes and 
expenses connected with the normal day-to-day operations of the 
business. 

If the life of a business is not divided into a number of distinct 
accounting periods or years, the distinction between capital and 
revenue loses its significance. All the expenses (both capital 
and revenue) will be deducted from all the incomes (both capital 
and revenue) to arrive at the total profit or loss during the life 
time of the business, under such a situation. But in reality we 
do go by the accounting period concept. Hence the necessity of 
allocation between capital and revenue. 

We come across four types of transactions, viz., (1) Capital 
Expenditures, (2) Capital Incomes or Gains, (3) Revenue Ex¬ 
penditures and (4) Revenue Incomes or Gains. 

Capital expenditures are those incurred for the acquisition of 
some assets intended to be used in the business at least for more 
than a year to maintain and|or increase its profit earning capacity. 
Expenditures for the purchase of land, building, plant, machinery, 
etc. are capital expenditures. 

Capital incomes or gains mean gains accruing from sale or 
disposition of capital assets. Examples of some capital incomes 
are sale of old machinery, sale of land or building, etc. 

Revenue expenditures relate to those connected with the normal 
operations of the business and which do not result in some 
‘enduring benefits’ to the business through the acquisition of some¬ 
thing 'tangible. Purchase of goods (for being used in manu¬ 
facturing and sale or for resale in as it is condition), payment 
of salaries and wages, all operating expenses and losses like 
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commission, discount, carriage, travelling, depreciation of assets, 
bad debts, etc. are examples of revenue expenditures. 

Revenue incomes or gains are similarly those that accrue from 
the normal operations of the business, e.g., sales, interest received, 
commission received, discount received, etc. 

Though the distinction between capital and revenue, as explain¬ 
ed above, is apparently very easy, there are some items or types 
of transactions which are not amenable to be treated easily either 
way. There are some border-line cases, treatment of which de¬ 
pends on particular facts and situations obtaining, commercial 
expediency and finally, the approach of the accountant concer¬ 
ned. He has, however, to take into consideration the accepta¬ 
bility of his decision by auditors and tax authorities, besides 
adhering to the accounting principles involved. 

Deferred Revenue Expenditure is expenditure strictly of a 
revenue nature, but the full amount involved is not treated as 
such expenditure in the particular year in which it is incurred, 
since the benefits therefrom do not cease to exist in that parti¬ 
cular year. Expenditures on a massive advertisement campaign, 
involving a huge sum of money, may be treated as deferred re¬ 
venue tvoe, if it is found that the benefits from such advertise¬ 
ment will be available during subsequent years. The expenditure 
is, in such cases, divided into say, three, five, or ten parts (depend¬ 
ing on the estimate of the number of years during which such 
benefits would be available) and each part is charged as revenue 
expenditure in each of these years. Such spreading of the revenue 
expenditures over a number of years closely resembles pure 
capital expenditure, which too is spread over a number of years 
through what is called ‘depreciation’. Some other examples of 
deferred revenue expenditures are preliminary expenses, discount 
or loss on issue of debentures, research and development expenses 
(including expenses on the development of a new product or 
process), etc. 


6. Financial Accounting 

Till nrobably the first World War. accounting meant onlv 
financial accounting. Even today this is the most important and 
basic branch of accounting. Hie oft-quoted definition of account- 
• • • the art of recording, classifying and summarizing in 
mann . er anc * in terms of money, transactions and 
eyents which are m part at least, of a financial character, hnd 

a® re . su,ts thereof”. (Accounting Terminology 

? Thic !,* ^?. enCa . n Tns 5l tu ? t of Certified Public Accoun- 
in£ tiLln f definition is applicable more to financial account- 
nrinrtSL? other branch of accounting. Similarly all the basic 
principles, conventions m <\ concepts of accounting a? well as 
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the capital revenue allocation, discussed above are essentially 
applicable to financial accounting. 

Financial accounting practices can be traced as far back as 
to the dawn of human civilisation. But it was given a more 

or less scientific framework in 1494 when Luca Pacioli of Italy 

first published in printed form the Double Entry Book Keeping. 
The Double Entry system is. in fact, the bedrock of financial 
accounting. This system, unlike other systems like single entry 
system, is the only scientific system which takes into account 

both the aspects of every transaction and thus ensures a com¬ 

plete record. 

' Book Keeping is an integral part of the financial accounting 
process. Book keeping is simply the ‘keeping’ of books—the 
books of accounts of an enterprise. ‘Keeping’ means the record-;; 
ing of transactions in the ‘books’ in keeping with sound account¬ 
ing principles. 

Financial accounting, including book keeping, is both a science 
and an art. In fact, the science part of the entire gamut of 
recording transactions and providing information to various in¬ 
terests is called Accountancy. Book keeping, on the other hand, 
js the art part in the process, i.e. the application of the principles 
of accountancy to actual situations. 

Financial accounting primarily meets the external needs of the 
enterprise. Complete record of all business transactions main¬ 
tained under the financial accounting process should satisfy the 
requirements of various legislations (e.g. the Companies Act) as 
well as auditors, shareholders and taxation and other govern¬ 
ment authorities. For this reason, financial accounting is often 
looked upon as Statutory Accounting or Custodian Accounting. 

7. Cost Account'ng 

Tt is the internal needs of management rather than external 
(which was primarily responsible for the development of Sta¬ 
tutory Accounting) that led to the emergence of Cost Account¬ 
ing around the first World War period. The main emphasis at 
that time was on finding the accurate and factual cost of products, 
jobs or processes. Due to the popularity of ‘cost plus contracts’ 
in different countries during the first World War, actual cost¬ 
finding became imperative. There was an urgent need felt for 
principles governing decisions as to which items were to be 
charged to and which ones excluded from cost, and reasons for 
such treatments, in a ‘cost plus contract’. 

The methods of actual cost-finding came to be well-developed 
right in the earlier stage. Costs were to be ascertained element¬ 
wise. And in the entire gamut of cost-finding, costs would be 
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channelled, divided and re-channelled, involving what are called 
allocation and apportionment of costs. The result of all such 
efforts would be: ‘actual cost’. 

However, it did not take long to realise that actual cost or 
factual cost is nothing more than an accidental cost, when judged 
for one product or job. The concept of cost-finding thus came 
in for a thorough review. The emphasis in cost-finding effort 
was then shifted from the so-called true cost or actual, cost to 
equitable cost—from factual cost to decision-oriented or pur¬ 
poseful cost. It was found that purposeful cost was more help¬ 
ful in comparing costs, offering quotations, measuring performance 
and profitability and so on. But actual costs have still got to 
be ascertained for measuring actual profits or losses on an his¬ 
torical basis. 

The actual cost-finding exercise was found also to suffer from 
serious limitations in the face of free competition. As a result 
cost accounting was further developed as a tool for improving 
profitability through cost control and also for cost reduction 
through improved productivity. 

Thus, what began as a set of methods for actual cost-finding 
in ‘cost plus contract’ have now come to stay as a well-develop¬ 
ed discipline covering cost-finding —both actual and purposeful— 
cost control and cost reduction aimed at improved performance 
and profitability. 

8. Management Accounting 

The term ‘management accounting' is comparatively of recent 
origin. It has been generally in use, since World War II. Manage¬ 
ment accounting is defined as the “presentation of accounting 
information in such a way as to assist management in the creation 
of policy and in the day-to-day operation’ of an undertaking.’* 
Another good definition of management accounting is that given 
by the Institute of Chartered Accountants of England and Wales: 
“the active contribution which accountants, whether in public 
practice or in industry, can make to the daily conduct of business, 
whether they be large of small.” To sum up. we may define man¬ 
agement accounting as Uic discipline which comprises all those 
accounting activities which assist management functions at all 
levels and include all available techniques for improvement of 
efficiency. The scope of management accounting is therefore very 
broad—broader than that of either cost accounting or financial 
accounting or even both put together. Emphasis here is more 
oh the internal needs of the management than the external, more 
on the non-routine aspects of accounting than the routine. The 
very concept and philosophy of management accounting is to 
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render assistance to all levels of management so that efficiency 
and productivity can be improved through better planning, im¬ 
proved decision-making and more effective control. 

The distinction between the three branches of accounting has 
been brought out in the following table: 



Financial 

Accounting 

Cost Accounting 

Management 

Accounting 

I. Need 

External 
— Law, 
Audit, 

Society 

Internal — Cost- 
Finding, Cost Con¬ 
trol, Productivity 

Internal — Profita¬ 
bility, Improvement 
in efficiency and 
overall perform¬ 

ance 

2. Respon¬ 
sibility 

ft 

Watch-dog 
of Share¬ 
holders 

Watch-dog of 
Management 
(Lower and 

Middle Levels) 

Greater than either ^ 

• 

Cost Accounting 

or Financial Ac¬ 
counting — All 
non-routine areas 
in both costing and 
financial matters 

—therefore, watch¬ 
dog of top man¬ 
agement. 

3. Effective- 

ness 

Control 

through 

Budgets 

Control by settling 
the standards and 
operating cost con¬ 
trol 

Challenging the 

various standards 
— cost reduction. 


Thus while financial accounting and cost accounting operate 
in somewhat restricted areas, management accounting has almost 
an unrestricted field of operation, since it is concerned with the 
system as a whole, and the overall vitality of the organisation. 
Financial accountants and cost accountants prepare the year’s 
Profit & Loss Account and Balance Sheet. The management 
accountant looks ahead to prepare future Profit & Loss Accounts 
and Balance Sheets of the Company. 

However, we should not stretch the distinction too far. In 
fact, management accounting and cost accounting are not 
mutually exclusive. Management accounting is rather a logical 
extension of cost accounting. Again management accounting 
cannot be divorced from financial accounting and financial 
management. The efficient cost accountant, financial accountant 
or even finance manager has to undertake very often, in the 
ordinary course of his work, those tasks which fall broadly in 
the area of the management accountant. Similarly, management 
amounting cannot work successfully in an organisation where 
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one of the other two functions, viz., cost accounting and financial 
accounting, is weak. Thus, these three branches of accounting 
are closely interdependent and complementary to each other. 

9. Financial Management 1 

Money can be viewed from two different angles—money as a 
measure and money as a resource. The first role of money 
(money as a measure) is important in accounting, specially finan¬ 
cial accounting. In fact, all financial accounting is based on the 
underlying assumption of treating money as a measure. However 
for the purpose of financial management, money is looked upon 
as a resource. 

t Further, the source discipline of financial management is eco¬ 
nomics, while that of financial accounting is mathematics or 
arithmetic, to be more precise. Financial management comprises 
essentially the planning and control of financial resources, i.e., 
rnoney^ But to be a good finance manager one has to cultivate 
the art of analysing and interpreting financial statements which 
^, ; P rc . pared , us ‘"3 money as a measure. It is felt that an 
abihty t 0( read the financial statements between the lines and 
tabuJate^ analyse, and interpret them, to arrive at valid and 
meaningful conclusions, is a precondition to successful planning 
organisation and control of financial resources. g 

t _, 5® P ara mount importance of finance in an enterprise has led 

For a o ° f fi he d - iS f ! P ,ine ot financial management 

£? r * long tune financial management was considered to 

“ a ? ,n I ea . raI P art , of financial accounting. But during the las? 
couple of decades the tools and techniques of financial manare 

£ e a cnL^K 50 T" f Veloped ,hat ' fias come to be regarded 
b dfffe h f f tudy n Finandal ZnaSSenTis todaylon 

SdSS reIa n tedTo ent th ° Ugh fin « nciaI mm g e2 

t0 3 grCat 6Xtent dC ^ dent "1 

Ascertainment of financial needs 1 
. Determination of sources i Planning 

(in) Procurement of funds 1 
, (iv) Allocation of funds | Organisation 
(v) ' Monitoring of funds 

(through ‘financial discipline- in > Co ntro l 

respect q{ funds utilisation) j n r01 
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Accounting is by and large a service function—a ‘staff func¬ 
tion’ in management terminology. But financial management is 
at least one area which represents more a ‘line function’ than a 
staff function. The modern finance manager is no less an ‘operat¬ 
ing’ man than the marketing manager or the production manager. 

10. Other Finance Functions 

Besides the major finance functions discussed above (viz. finan¬ 
cial accounting, cost accounting, management accounting, and 
financial management), there are various other finance functions 
also. Special mention may be made of two of them, viz, audit 
and taxation. 

Auditing means a critical examination of the books of accounts 
to check their accuracy and also detect and prevent errors and 
frauds. Audits are of two type, viz.. External Audit and Inter¬ 
nal Audit. External audit is undertaken by outsiders. In case 
of joint stock companies, the financial accounts have to be audit¬ 
ed every year by independent external auditors who must be 
qualified chartered accountants. Similarly, in case of certain 
manufacturing units, cost accounting records have to be audited 
by external auditors who must be qualified cost accountants. 
External audit is also called statutary audit since it is always 
conducted in conformity with the provisions of various statutes, 
specially the Companies Act. The statutory auditors are 
appointed by the companies concerned. But the Companies Act 
lays down various provisions covering the appointment, removal, 
remuneration, qualification, disqualification, status, power and 
duties, as well as obligations and liabilities of the statutory 
auditors. Consequently such auditors are bound by the Com¬ 
panies Act provisions and not bv the requirements or dictates 
of their emplovers. i.e.. companies. This ensures professional 
independence of external auditors which in turn is a must for 
the healthy operations of the corporate sector. 

Internal audit is an independent appraisal and review within 
the business house, by its own staff, of accounting, financial and 
even other operations. Infernal audit svstem normally envisages 
a continuous audit carried on throughout the vear. as oppc^ed 
to the periodic audit carried on by external auditors. The 
scope of internal audit is also very wide. Besides setting right 
the books of accounts in the manner acceptable to the external 
auditors, internal audit can prevent errors and frauds to a signi¬ 
ficant extent and can also render various protective and cons¬ 
tructive services to the management. The scope of internal 
audit has been broadened by progressive business houses to cover 
not only the audit of accounting records but also the areas of 
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operational audit, systems audit, information audit, procedural 
audit, etc. 

The last major function is taxation. There are two types of 
taxes, viz., direct taxes and indirect taxes. The only direct tax 
payable by a company is income tax. There are various in¬ 
direct taxes which have significant bearing on the operations 
of a company. These are sales tax, excise duty, octroi, etc. 
Taxation function can also be considered from the same two 
angles as for audit function, viz., external and internal. The 
external taxation function relates to dealing with taxation autho¬ 
rities, viz., income tax authorities, sales tax authorities, excise 
duty authorities, etc. and comply with the various procedural 
requirements with regard to submission of returns, payment of 
taxes, etc. c 


Internal taxation function includes providing the necessary 
guidance to the operating management specially marketing and 
production departments, in respect of sales tax, excise duty, 
octroi, etc There is also a scope for tax planning, specially in 
the area of sales tax, to legally reduce the impact and incidence 
of sales tax and thereby make the product of the company more 
competitive in respect of prices. Another important internal 
taxation function is corporate tax planning. 

Taxation consists of three P’s, viz., provisions, procedural as- 
pec/s and planning Provisions are embodied in Acts. Statutes 
and Rules Procedural aspects are important from the points 

nrnv'^ ° f 5? th - he Go . vernment and the assessee so tha P t the 

n^nf 0n tL 0 ^ rW,S ! * Stat,C nature - are given effect to in res- 
pect of the different transactions of the assessee. The third as- 

£^r!ic V1Z ;; P - ann, * n . ? 0r tax Panning should really be geared to- 

s^df a mamJ ^ e , ,ransac,ions themselves in advance and in 

could he ■. , n ; aX,m T adv “tages from the tax angle 

includ^c .tf '77 Ss 7 SST*' 

a^TchThemes JHTjSSSfT 

to the staff also fall within th^ r ^ ndenn g Averse services 

functions, although these have tn ° *i a< ?°* Unt » ng and finance 
Uon with the personneTdepartment? handIed " close 
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MARKETING FINANCE INTERFACE 

I. Introduction; 2. Marketing Finance Independence; 

3. Marketing Finance Interdependence; 4. Interface and 

Integration 

I. Introduction 

In the preceding two Chapters we have tried to convey a 
general idea about the nature and purpose of marketing on the 
one hand and the role and functions of finance on the other. 
We have also given a bird’s eye view of the various sub-func¬ 
tions broadly covered under both marketing and finance func¬ 
tions in an organisation. We will endeavour in this Chapter 
to synthesise our ideas and examine to what extent these two 
important functions are independent and also interdependent. 
We will also try to highlight how the success of an enterprise 
would, to a great extent, depend upon the closest possible co¬ 
ordination between marketing and finance. 

There has been a tendency, for a long time now, to treat 
marketing and finance as two completely different functions and 
separate them into water-tight compartments. Unfortunately this 
tendency has been more evident among typical Indian enter¬ 
prises. Marketing people have tended to create an impression 
that they are the money spinners and accounting and finance, 
just as many other functions, are unproductive staff—parasites 
living on their (i.e. marketing peoples’) earnings and with no 
contribution of their own. Finance people, on the other hand, 
with rigorous professional qualifications in most cases, have tried 
to find faults with marketing people and despised their lack 
of knowledge of finance and even sometimes condemned openly 
their high-handed attitude of frittering away the company’s pre¬ 
cious financial resources. 

There is, however, a welcome sign of such tendencies steadily 
yielding place to an attitude of co-operation and co-ordination 
with a view to fulfilling the overall corporate objectives. By 
now they might have learned the moral of the time-honoured 
fable that if the limbs of the body fight with one another the 
overall health suffers and consequently all the limbs too! 

Yet some conflict does exist between marketing functions and 
finance functions in most of today’s organisations, The market* 
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ing manager is unhappy with the accountant when the latter 
tightly controls the marketing staff travelling expenses or the 
sales promotion budgets. An accountant’s financial wizardry of 
keeping the company’s interest cost low is frustrated by the 
marketing managers expertise at extending credit to the valued 
. customers or holding more stocks at distribution points. The 
attempt of the management accountant to prepare a realistic 
budget for the company is seriously hampered by the marketing 
manager’s highly optimistic or highly pessimistic predictions. At 
the end of the year the actual sales are very much different. 
When they are below the prediction level, the marketing manager 
is sure to produce his ‘Magna Carta’ of reasons to justify the dis¬ 
mal results which, had it not been for him, would have been 
even more dismal! And next year once again come the un¬ 
realistic predictions which the marketing manager insists are rea¬ 
listic and there begins the management accountant’s predicament. 


2. Marketing Finance Independence 

Let us first examine to what extent marketing and finance func¬ 
tions are independent of each other. If you analyse the nature 

of these functions you will find that there exists a ^reat deal 
of independence. 

Marketing functions by and large lie outside the organisation. 
On the one side there is the market place and on the other 
there is the organisation. In the market place there are custo- 

ThT’.nX i ^onfrs, and neutral or potential customers. 
I he market place is always in a state of flux. It is also conti¬ 
nuously affected by economic, political, and social changes. Such 
changes are again of a very complex and interdependent nature. 
All such changes and forces and interactions at the market place 

?£n IT t0 or S anisation through one important func- 

tion of marketing, viz., market research. Based on such factors 

and forces the organisation takes certain decisions which are 
again reflected in the market place. 

M £!“ anC ? fu . nction b y hs very nature is internal to the organi¬ 
sation. An important part of the finance function, i.e . statutory 

vL COU st n 4oWeT , r ian aCCOUn,in& is to outsiders! 

viz., shareholders. Government authorities, auditors etc Rut 

all other functions under finance do not owe any allegLce to 

outsiders and the degree of dependence too is little Financial 

management particularly to the extent it relates to LkiS avaU- 

hv JL nanC ? f ^ UrceS fr ° m outside ' is influenced rathe/widely 
by external factors, especially capital market situations Rut 

this influence is significantly different both in character and qua- 



46 


GENERAL INTRODUCTION 


lity from the influences that market forces constantly exert on 
the marketing functions. 

These points would lead us to believe that the nature of 
marketing is completely different from that of finance. And 
these two functions have to be discharged more or less in an 
isolated manner. Also these two functions require completely 
different types of technical and human skills. This would be 
evident from the fact that a very successful salesman often turns 
out to be an utter failure as an accounts assistant just as a 
very efficient accounts man may make a mess of sales if he is 
asked to handle this. 

3. Marketing Finance Interdependence 

Behind these apparent elements of diversity, there is an ele¬ 
ment of inherent unity in the two functions, marketing and 
finance. This unity or point of contact is to be traced to the 
fact that both these sets of people are working for a common 
cause and endeavouring to reach a common destination for the 
organisation, viz., its survival, growth and profitability; only the 
course might be different. If you probe deeper, therefore, you 
will find that there is a good deal of interdependence between 
marketing and finance. We may highlight here only a few of 
them. 

Finance depends on marketing in that there will not be much 
finance function left in the organisation if marketing fails to 
perform effectively. On the other hand, the magnitude and 
complexity of finance function will keep on increasing at a 
geometric rate if the organisation can ensure highly dynamic 
marketing function. The number and more importantly, the 
type of people required for efficient discharge of finance func¬ 
tion will to a certain extent depend upon the nature and degree 
of success in the marketing function. If marketing fails, finance, 
and for that matter all other functions in the organisation, will 
have to come to a grinding halt. 

Similarly marketing also depends heavily on finance. In the 
first place finance function has to provide the necessary support, 
in a continous manner, to marketing people so that they can 
become successful. This is specially important in respect of 
working capital for marketing operations. Besides this, it has 
been seen on a number of occasions how wrong decisions in 
the marketing area could be stalled by timely interference of 
efficient finance people. There are also instances to prove how 
many a dynamic marketing move has been halted because of 
unimaginative and unwarranted intervention from such finance 
people as are incapable of understanding or appreciating market- 
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ing problems. These nevertheless explain how dependent market¬ 
ing is on finance. 

In fact there are quite a few important areas where the market¬ 
ing and finance .specialisations overlap. Some of these are: 

(i) introduction and operation of an effective budgetary con¬ 
trol system in marketing; 

(ii) product planning including product selection, retention, and 
abandonment as well as dilution in product portfolio; 

(iii) product pricing including both short-range and long-range 
pricing policies and strategies; 

(iv) Marketing investment decisions including monitoring their 
implementation with suitable feed-back-oriented control 
systems; 

(v) evaluation of marketing performance, including both gene¬ 
ral and specific marketing functions; 

(vi) control of marketing operations—both the employment of 
funds and the cost of inputs; and 

(vii) Functional Cost Analysis to achieve cost effectiveness and 
also for exercising a systematic and meaningful control 
over marketing costs and expenses. 

Because of the above reasons as also of their usefulness, some 
progressive companies in India are in the process of setting up 
‘marketing finance cells*. Such a cell can be conceived as a staff 
function under marketing like say, marketing research cell. The 
marketing finance cell should be manned by staff possessing con¬ 
siderable, or at least reasonable, expertise in both marketing and 
finance, so that they can advise and provide staff-assistance to 
marketing management at all levels in important areas, some of 
which have been listed above. 


4. Interface and Integration 

It wall be clear from the preceding discussion that finance and 
marketing cannot and should not work in isolation. There exists 
the need for the highest degree of co-ordination between these 
two functmns so that the organisation as a whole could succeed 
Fhere cannot be meaningful co-operation, far less any co-or- 

peop ' e if ,hey do not understand 
each other. Such lack of understanding might lead to a situation 

£ c Z h Wi " *• other. This may not be damam'ng 

§ 01n ? ,s good - But during a period of rough sailing 
«ich will develop hostility towards the other. This is true of 

mSSt! a *" d marketing in many Indian organisations. 

Needless to say. no organisation can afford to allow such hostility 

sSon k 0b ™ US, y the onJ y wa y to avoid such a 

situation is to develop a better understanding by each of the 
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other’s discipline and sphere of operation. Incidentally, the main 
purpose of this book is to enable marketing people to develop 
an understanding and appreciation of finance and its multi-facet¬ 
ed functions. 

Any functional management, and marketing cannot be an ex¬ 
ception, includes planning, organisation, and control in the first 
place and taking decisions and evaluating the results of such de¬ 
cisions at the end. There are also such things as direction and 
motivation which are important to marketing. But all such func¬ 
tions of marketing management must have some relevance to fin¬ 
ance. Sometimes such relevance could be direct, and sometimes 
indirect or a little remote. But any management function which 
does not take into account even remotely the finance implication 
involved, would mean nothing but groping in the dark with con¬ 
sequent uncertainty of success. This would be more so for mar¬ 
keting because the results of all marketing operations have ulti¬ 
mately 10 reflect in the balance sheet of the organisation through 
its profit and loss account preceding the same. 

The above observations apply particularly to marketing deci¬ 
sions. Some management scientists believe that there are only 
two people in the organisation who take decisions—the managing 
director and the salesman. In fact, everybody right from the 
ground salesman upto the top-most person in charge of marketing 
operations has to take decisions day in and day out. Such deci¬ 
sions could be short-term or long-term, repetitive (programmed) 
or single-shot (unprogrammed). However, one basic requirement 
of each and every decision, to make it a right decision and at 
the right time, is that the decision-maker-should be able to en¬ 
visage clearly, even before he takes the decision, its effect on the 
company’s profit and loss account and balance sheet at the end 
of the vear. 

It will be appreciated that to develop such a faculty is not an 
easy job. This requires a substantial exposure on his part to 
accounting, finance and management accounting concepts. While 
nobody expects that a marketing man having acquired such ex¬ 
pertise will change his role and join the accounts department of 
the organisation, it is highly desirable that he should acquire and 
develop such expertise even to do his marketing job. In compli¬ 
cated situations involving complicated financial implications he 
can always draw upon the greater degree of expertise available 
in the accounts department of the organisation and sometimes 
even outside the organisation. But he must have the ability to 
understand when he should seek such assistance. Otherwise his 
ignorance will not be a bliss to him, especially in the long run. 
In ordinary situations he has often to take quick decisions, other¬ 
wise he may lose a business opportunity. And in such cases he 
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cannot afford to waste time by referring the matter to finance 
people. He himself has to take the decision on the spot and it 
has to be the right one from financial point of view. An example 
in view is the decision regarding pricing and terms of payment, 
specially while negotiating a big tender or an export order. 

We would like to conclude that under today’s market condi¬ 
tions beset with ever-increasing competition, complexities and 
uncertainties, an effective marketing man cannot afford to keep 
himself divorced from finance. An understanding and apprecia¬ 
tion of the intricacies of finance is a must for his success and 
even survival! 






























Section Two 


MARKETING FINANCE AND COST 

If the preceding Section was devoted to ‘clearing the ground’ 
the purpose of this Section is to ‘lay the foundation’. In 
the first of the six Chapters included in this Section an 
attempt is made to expose the reader to the Financial 
Accounting process, to be more precise, the rather mecha¬ 
nical but very important framework of what is popularly 
known as ‘Book Keeping’. The subsequent three Chapters 
seek to explain and illustrate the various tools and techniques 
of interpretation of financial statements including the very 
widely-used techniques like financial ratio analysis and funds 
flow analysis. In Chapter 8 (fifth Chapter in the Section) 
the reader will be exposed to the basic principles and con¬ 
cepts of a very important branch of accounting, viz., cost 
accounting. The last Chapter of this Section includes a brief 
discussion on marketing arithmetic and indirect taxes. All 
these six Chapters have been so designed as to enable the 
reader to acquire a basic knowledge of finance and cost 
absolutely necessary for him to understand the subsequent 
Sections of the book. And throughout the discussion, rele¬ 
vance of various principles and techniques to marketing 
operations has been kept in view. 





























Chapter 4 


FINANCIAL ACCOUNTING PROCESS 


1. The Double Entry System (General); 2. The Ten Point 
Programme in Book Keeping; 3. Journal; 4. Ledger; 5. Cash 
Book; 6. Trial Balance; 7. Final Accounts. 


I. The Double Entry System (General) 


Double Entry System does not mean ‘double* entry or entry 
‘twice* of everything. It really means entry of both the aspects 
of every transaction. It is based on one important axiom in 
accounting, viz., every transaction must have two different (and 
mostly opposite) aspects. The system is geared towards ensuring 
complete record of every transaction since both of its aspects 
are recorded in the books of accounts. 

Because the system is the only scientific system, it enjoys the 
faith and confidence of everybody connected directly or indirectly 
with the operations of an enterprise. Bankers, auditors, taxation 
authorities and other Government agencies accept only such books 
of accounts as are maintained under the double entry system. 
Under this system alone records are comprehensive and com¬ 
plete, errors and frauds are minimum and these can be easily 
detected and prevented. y 


Under the double entry system' there are two sets of books of 
accounts, viz.. Journal and Ledger. Journal is also called the 
book: of prime entry or the book of original entry. In this book 
are recorded all the transactions as and when they occur Tran- 
Mctions are recorded here in the form of what is called ‘journal 
entry. Sincer there is one ‘entry’ immediately after a transaction, 
the journal has to be a strictly chronological record Ledcer is 

^ Cntry - In this book transactions 

hv ^ ^ i? umal > 3X6 entered from the journal 

by ledger posting*. Recording a transaction in the ledger is its 

. Wh ‘ 6 ^ record of the transaction in theToumal 
a Preliminary operation. A question may arise 1 as to 
why the same transaction should be recorded in two different 
books, which involves duplication of efforts. The reasons 
are. first the journal is more or less a rough book for recording 

STfSr^d C S T hen -** ***•&* while the led£? 

book wherein transactions are subsequently 

recorded with reduced chances of error. Secondly, thejournd 
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provides more details of each transaction by way of a ‘narration’ 
which serves the purpose of future reference, while the ledger 
records a transaction in a precise manner. Thus there is not 
much of duplication in recording the same transaction in two 
books. 

The language or medium of accounting is account. All tran¬ 
sactions or events are recorded in the books only through this 
medium. An account may be defined as a word or a group of 
words by which an aspect of a transaction is represented for 
the purpose of recording the transaction in the books of accounts. 
Every transaction thus involves at least two accounts because 
of its two-fold aspects. 

Accounts are broadly classified as personal and impersonal. 
Personal accounts are those accounts which relate to persons such 
as individuals, firms, bodies corporate, etc. In most cases per¬ 
sonal accounts are the accounts of customers and suppliers (of 
both goods and services) maintained in the books of a business. 
Some examples of personal accounts in the books of say X Ltd., 
are: Y Ltd. a/c. Z Ltd. a/c and X Ltd. Culcutta Branch a/c 
(but not ‘X Ltd. a/c’ as such). All accounts which do not 
relate to any ‘person’ as explained above, should be regarded as 
impersonal accounts. Impersonal accounts are further classified 
into two types, viz., real accounts and nominal accounts. Real 
accounts arc accounts relating to the assets and liabilities of a 
business. Some examples are: plant & machinery a|c. 10% 
debentures a|c. etc. All accounts representing ‘revenue’ incomes, 
receipts or gains and ‘revenue’ expenses, payments or losses of 
a business arc called nominal accounts. Some examples are: 
sales a|c. purchases a|c. salary a|c and bad debts a|c. 

Whenever a transaction occurs, a basic document has to be 
prepared which initiates the necessary accounting operation. This 
document is called a voucher. In case of sales, an invoice (for 
credit sales) or a cash memo (for cash sales) serves the purpose 
of a voucher. In case of purchase it is the purchase order. If 
it is a cash transaction a cash voucher (receipt voucher or pay¬ 
ment voucher) or petty \cash voucher, as the case may be, is 
required. And if the transaction has to be entered in the journal 
proper, a journal voucher should be prepared. Similarly, debit 
notes and credit notes also serve the purpose of a voucher. 

A voucher serves the important purpose of intimation of a 
transaction soon after it takes place. This is how the accountant 
sitting in the Head Office is able to keep a track of all the busi¬ 
ness transactions that are continuously taking place throughout 
the area of operation of a company. However, just intimation 
is not enough. The accountant will also have to classify and 
record every transaction. To enable him to do so, the voucher 
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(which is the medium of communication of a transaction) has 
to provide all relevant details. In the absence of such details 
the accountant will have, to return the voucher to the originator 
with a request to provide the missing information. To sum up, 
a voucher serves the following three important purposes: 

(i) intimation or communication of a transaction; 

(ii) classification of the same from accounting point of view; 
and 

(iii) authorisation for its treatment in the books of account. 

2. The Ten-Point Programme in Book Keeping 

Right from the time a transaction takes place up to the pre¬ 
paration of the balance sheet the entire process in book keeping 
under the double entry system may be envisaged in ten logical 
steps.' This ten-point programme in the right sequence is ex¬ 
plained below. One point which is to be made clear right at this 
stage is that each and every transaction after travelling through 
all these steps will eventually reflect in the balance sheet of the 
enterprise, in some way or other. 

(i) Analysis of facts and events into independent transactions: 
In every enterprise there is a ceaseless stream of events. Not 
all such events are business transactions. Business transactions 
may be defined as a single fact or event which introduces or is, 
by itself, capable of introducing, some sort of financial change in 
the business- As for example: 

■' -2 Not a transaction A transaction 

. f , 

1. Booking of an order 1. Effecting a sale 

‘ «M» •,. ? ** 2*, * i* ■ ’ ? 

2. Appointing, a clerk by a 2. Utilising the clerk’s ser- 

letter (even though duly vices for a certain period, 

accepted by the incumbent) say a month (even though 

' . V " ' , the salary is not paid yet) 

Once a business transaction is bom it has to be identified and 

segregated from the stream of other business events. The 
accounting process starts with such identification and segregation. 
Communication, of the transaction through voucher, as mentioned 
earlier, closely follows this. 

•>(u)n Determination of the two aspects involved m each transac¬ 
tion: After the communication of a transaction is complete, the 
accdurits staff wifi analyse it 1 to determine the two aspects involved 

This ^s fe^plained with the help of some iilus- 

**> Attn UtfTfl 
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T r ansae tion 

1. Starting of a business by Mr. X 
on paying some money in a 
bank account opened in the 
business name. 

2. Purchase of machinery to be 
used in the business on payment 
by cheque. 

3. Purchase of materials to be 
used in the business from Mr. 
Y on credit—amount payable 
in a month. 

4. Purchase of some furniture to 
be used in the business from 
Mr. Z on credit. 

5. Sales made to Messrs. P.Q & R 
for cash 

6. Sales made to both Mr. S & 
Mr T on credit for equal 
amount (N.B. this contains two 
transactions) 

7. A part of the goods sold to 
Mr. T was returned 


8. A part of the goods purchased 
from Mr. Y. was returned. 

9. Withdrawal of cash from busi¬ 
ness bank account 

0 

10. Payment of wages to workmen. 


The two aspects involved 

(i) Introduction of capital by 
the Proprietor, Mr. X 

(ii) Money in bank (business 
bank account) 

(i) Acquisition of machinery 

(ii) Money in bank (since a part 
of it is going out) 

(i) Purchase of goods|materials. 

(ii) Credit enjoyed from Mr. Y. 


(i) Acquisition of furniture 

(ii) Credit enjoyed from Mr. Z. 

(i) Cash or money in bank, 

(ii) Effecting a sale 

(i) Credit allowed to Mr. S 

(ii) Effecting a sale 

(i) Credit allowed to Mr. T. 

(ii) Effecting a sale 

(i) Goods received back as 
returns 

(ii) Party returning the goods 

(Mr. T) 

(i) Goods sent back as returns 

(ii) Party to whom returned 
(Mr. Y) 

(i) Money in bank (going out) 

(ii) Money in cash (coming in) 

(i) Payment of wages 
(ii) Money in cash (going out) 


While dealing with third parties, in case of cash transactions Cash 
A|c. or Bank A|c is one of the aspects (e.g. No. 5) while in case 
of credit transactions the party concerned is one of the aspects 
(e.g. No. 3, 4, 6) 

(iii) Deciding upon suitable account heads to represent tne 
two aspects of a transaction: As mentioned earlier, every tran¬ 
saction has to be recorded in the books of accounts through 
accounting language, the chief medium of which is accounts or 
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account-heads. Once the two aspects of a transaction are deter¬ 
mined (as above) each of these two aspects has to be designated 
by a suitable account-head before any attempt is made to record 
the transaction in the books. To illustrate how account-heads are 
determined, we take the same ten transactions mentioned. Con¬ 
sidering the two aspects involved in each of these transactions. 


the 

appropriate account-heads 

should 

be as 

follows: 

No. 

1 . 

(i) Capital a)c. 

No. 

6. 

(i) 

Mr. S a|c 



(ii) Bank a|c 



(h) 

Sales a|c 

No. 

2. 

(i) Machinery a|c. 




(i) Mr T a|c 



(ii) Bank a|c. 




(ii) Sales ale. 

No. 

3. 

(i) Purchase a|c. 

No. 

7. 

(i) 

Returns inward a|c 



(ii) Mr. Y a|c 



(ii) 

Mr T ale. 

No. 

4. 

(i) Furniture a|c. 

No. 

8 

(i) 

Returns outward a|c 



(ii) Mr Z a|c 



(ii) 

Mr. Y a|c. 

No. 

5. 

(i) Cash a|c or 

No. 

9. 

(i) 

Bank ale 



Bank a|c 



(ii) 

■ • 

Cash ale 



(ii) Sales a|c 

No. 

10. 

(i) 

• • 

Wages a|c 


(ii) Cash ale. 


(iv) Decision as to the account to be ‘debited* and the account 
.be ‘crnTted’: Such decisions have to be taken following cer- 
tam rules. The golden rules of debit and credit, as they are 
caHed, are based on the type or classification of account. Fach 
classification of account has got a seperate set of rules to be 
applied. These are: 


(a) Personal Accounts: 


Debit (Dr.) The receiver (of money, 
goods or services) 

and credit (Cr.) the giver (of money, 
goods or services) 


(b) Real Accounts: 


(c) Nominal Accounts: 


Debit what comes in and credit what goes 
out or (to put it a bit differently) 

Debit all Assets, that are acquired or Liabi- 
litics that are discharged and credit all 
Liabilities that are created or Assets that 
are disposed off. 

Debit all expenses, losses, etc. and credit 
all incomes, gains, etc.. 


To illustrate the application of these rules of Debit and Credit 
we may -again consider the same ten transactions: 
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No. 

Debit (Dr.) 

Credit (Cr.) 

1. 

Bank a|c. 

Capital a|c. 

2. 

Machinery a|c. 

Bank a]c. 

3. 

Purchase a|c 

Mr. Y a|c. 

4 

Furniture a|c. 

Mr. Z a|c. 

5. 

Cash or Bank a|c. 

Sales a|c. 

6. 

Mr. S a|c. 

Sales a|c. 

6. 

Mr. T ajc. 

Sales a|c. 

7. 

Returns Inward a|c. 

Mr. T a|c 

8. 

Mr. Y a|c 

Returns Outward a|c. 

9. 

Cash a|c. 

Bank a|c. 

10. 

Wages a|c 

Cash a|c. 


(v) Entry of the transaction in the ‘Journal’—explained in 
the next topic. 

(vi) Posting from the Journal into the Accounts in the Ledger 

—illustrated in topic No. 4. 

(vii) Balancing of Ledger Accounts—illustrated in topic No. 4. 

(ix) Preparation of ‘Profit and Loss a/c’.—explained in topic 

No. 7. . 

(x) Preparation of ‘Balance Sheet’—explained in topic No. 7. 


3. Journal 

To convey a clear idea as to how entries are made in the 
Journal or how the Journal is written up, we may use the same 
ten transactions as given above, assuming hypothetical amounts 
in figures against each. 

In the Books of Mr. X (i.e. Mr. X’s Business) 

Journal Entries 


Date 

19x3 


Particulars 


L.F. 


Amount 
Dr. 
Rs. 


Amount 
Cr. 

Rs 


Jan. 1 

Bank a|c Dr. 

To Capital a|c. 

(Being the Capital 
brought in by Mr. X 
to start the business 
with) 

1,00,000 

l 

1,00,000 

« f • • • 

2 

Machinery a|c. Dr. 

To Bank a|c. 

(Being the acquisition 
of machinery from.... 

. against payment by 
cheque No ....) 

40,000 

40,000 
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3 Purchase a | c. • Dr. 20,000 

To Mr. Y a|c. 20.000 

(Being the purchase 
of raw materials from 
Y on credit-terms of 
payment being one 

month) • 


4 

Furniture a 
To Mr Z a 
(Being the p 
furniture on 

c. Dr. 

c. 

urchase of 
credit) 

8,000 

8,000 

5 

Cash (for Bank) a|c E>r. 

To Sales a|c 
(Being Sales made in 
cash to M|s. P, 

Q & R) 

12,000 

12,000 

6 

Mr. S a|c. Dr. 

To Sales a|c 

(Being sales made on 

credit) 

5,000 

• • 

5,000 

* 

Mr. T a|c Dr. 

To Sales a|c. ' • 

(Being sales made on 
credit) 

5,000 

• 

5,000 

7 . 

• 

9 • 

Returns Inwards a|c Dr 

To Mr. T a|c. . . . 

(Being a part of goods 
.sold on 6.1.x3. 
returned) 

• 

1,000 

• % 

• % • 

•l 

• • • 

• • • • • . 

1,000 

r ♦ «« 

? , • • 

* • 

8 • 

Mr. Y ajc.- Dr. . • 

.To Returns Outward- a|c. 

(Being a part of goods , . 

purchased on 3.1.x3 
returned) 

3,000. 

1 

• 

3.000 

9 

f 

9 

I'fl, v.- 

Cash a|c Dr. 

To Bank a|c 
(Being Cash withdrawn 
from Bank) 

4,500 

.4,500 

5 # 

, ^ ) i 

‘ ’ 10 

•»t\t .y * 

% 

Wages a[c '-'Dr. 1 . 

To Cash a|c ' ■ \r 
(Being the payment of 

4,300 

• * 

• • 

« • d J ) 

4,300 

» 


wages) 
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The journal entries as shown above have been made under 
the basic assumption that the business is maintaining only one 
book to serve the purpose of a Journal. This assumption is 
however not realistic. Because of the multiplicity of transactions, 
the Journal has to be subdivided usually into three sets, viz., 
(a) Subsidiary Books, ( b ) Cash Book and (c) Journal Proper. 
The names of the more important subsidiary books of a business 
and the type of transactions that are recorded in each such book 
are as follows: 


Subsidiary Book 


To Record only 


1. Purchase Book 

2. Sales Book 

3. Returns Outward Book 

4. Returns Inward Book 

5. Bills Receivable Book 

6. Bills Payable Book 


credit purchases from all suppliers 
credit sales to all customers 
returns sent out of previous credit 
purchases 

returns received back out of pre¬ 
vious credit sales 
bills of exchange accepted by various 
parties in our favour 
bills of exchange accepted by us in 
favour of various parties. 


There may be other subsidiary books depending upon the 
special needs of each business unit. Those mentioned above are 
the more common ones. The format and design of different 
subsidiary books differ from business to business. 

Cash Book is an important subdivision of the journal. All 
cash transactions, irrespective of their nature and type (e.g. big 
or small, ‘capital’ or ‘revenue’), are recorded in the cash book. 
It is to be mentioned in this connection that the cash book has 
a distinct and dignified place under the double entry system, since 
it is as much a part of the Ledger, as of the Journal. The 
format and design of a cash book is such that it can serve the 
purpose of both journal and ledger. The cash book may there¬ 
fore be called both a journal and a ledger. 

Journal Proper is a book of original entry to record all those 
transactions (as and when they occur) which cannot be conveni¬ 
ently recorded in any of the subsidiary books, or in the cash 
book. All miscellaneous and non-cash transactions are recorded 
in this omnibus type of Book of Original Entry. Journal proper 
is thus a very important subdivision of the journal because ot 
the numerous and varied entries it records. That is why, the 
word ‘Journal’ is mostly used in modern book keeping to mean 
precisely the ‘Journal Proper’ only, _ . .. 



financial accounting process 


61 


4. Ledger 

Ledger is the Book of Final Entry. All transactions are ordi¬ 
narily posted from the journal to the ledger. And once such 
posting is complete, accounting takes its own course through the 
ledger alone—the utility of journal ceases thereafter (excepting 
for providing details in case of future reference only). One of 
the main objectives of accounting operations, viz., preparation 
of the final accounts relative to an accounting period is also based 
primarily on ledger accounts. Thus the importance of correct 
maintenance of all ledger accounts need not be overemphasised. 
Maintaining all accounts in a correct and proper manner in the 
ledger requires that accuracy should be ensured in respect of: 

(i) all posting to accounts, (ii) all casting of accounts, (iii) all 
balancing of accounts, and (iv) bringing down all balances. ' 

All these operations of ledger accounts are explained below 
with hypothetical illustrations: 


(1) Dr 

Cash a|c. 

Cr. 

To Sales 
„ Debtors 

Rs. 

3,000 

12,000 

• 

By Wages 
„ Purchases 
#» Rent 
„ Balance c|d 

Rs. 

2,000 

3,000 

4,000 

6,000 


15,000 

• 

15,000 

To Balance' b|d 

6,000 




Notes:- 


(i) Taking all the postings (hypothetical) on the two sides of the 
above account, total amount comes to Rs. 15,000 in the debit 
side and Rs. 9,000 in the credit side—operation castingi. • 

(ii) Difference between the two totals is Rs. 6,000. This is a Debit 
“ Balance (since total of the debit side is higher than that of the 

credit side). The amount is shown on the credit side against 
•v. Balance c\d .—operation balancing. •' 

(iii) In the next operation this Debit balance is brought down to its 
proper place (i.e. Debit side), with the opening of the Account 
for the next period. The expression used is ‘Balance b|d or b|f’ 
—operation bringing down the balance. ■ t 

(iv) Here is a case of Debit balance—shown in the Credit side, first 
and then brought forward to the Debit side. Same will be the 
mode in case of a Credit balance—to be shown first in. the Debit 
Side and then to be brought forward to.the Credit 
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Or. M a|c Cr. 

To Bank a|c 14,000 

„ Discount a|c 1,000 

Balance c|d 15,000 

By Balance b|d 10,000 

„ Purchase ajc 20,000 

30,000 

30,000 


By Balance b|d 15,000 

(3) 

Dr. Sales a|c Cr. 

To Balance c|d 27.000 

By Balance b|d 17,000 

AB A|C. 3,000 

„ BC A|C. 2,000 

„ CD A|C. 5,000 

27,000 

27,000 


By Balance bjd 27,000 


Notes: The opening balance was Rs. 17,000; closing balance is Rs. 

27,000. Total of the credit side itself (including the opening 
balance) is the credit balance Rs. 27,000—shown first in the 
debit side and then brought to the appropriate place (i.e. credit 
side). 

A careful scrutiny of classification of the Journal would reveal 
that it is classified by the nature of transactions. Gassification of 
Ledger is made on a different basis—it is in accordance with the 
class of accounts. Accordingly, a Ledger is broadly classified as 
personal ledger and impersonal ledger. . 

In the personal ledger only .personal accounts will be maintained. 
This Ledger may be subdivided into debtors' ledger (or sales ledger) 
and creditors’ ledger (or purchase ledger). 

Depending on the volume of business (with consequently in¬ 
creased number of customers and suppliers) a debtors’ ledger as 
also a creditors’ ledger may have to be further subdivided, each 
into several ledgers. Such subdivision may be based on: 

(а) geographical territories of the respective parties; 

(б) alphabetical order of the names of the parties; and 

(c) nature of specific product sold (purchased. 
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Impersonal ledger will keep only the impersonal accounts. This 
ledger may also be subdivided into real ledger and nominal ledger, 
just as impersonal accounts are subdivided into real accounts and 
nominal accounts. These two ledgers will maintain all real accounts 
and nominal accounts respectively. Excepting for a very big busi¬ 
ness, further subdivision of real ledger and nominal ledger may 
not be deemed necessary, since even with the increasing volume 
of business, the number of real and nominal accounts does not 
tend to increase appreciably—the amounts involved will only 
increase. 


5. Cash Book 


Cash Book is a Book of Original Entry used to record all cash 
transactions only. By a cash transaction we mean the one in 
which, out of the two aspects (or two accounts) involved, at least 
one is ‘cash’. A cash transaction involves, either a ‘cash receipt’ 
or a ‘cash payment’. As already indicated earlier, a cash book is 
both a journal and a ledger. It is however to be kept in mind 
that a cash book in itself serves the purpose of a ledger only in 
respect of the cash aspect of the transaction. But even in cash 
transaction there must be another aspect (usually a non-cash aspect). 
Ledger posting should be made in respect of this other aspect 
or account. No ledger posting would be necessary for the cash 
aspect only. < 

Cash transactions include transactions through bank also. Bank 
transactions are very common in business. Such transactions 
may be broadly of four types: 


i 1 | V ' I i 

' (*) Paying in (i.e. depositing) cash, cheques, bills of exchange 

(for collection and credit), etc. 

1 (“) Issue of cheques to make payments or to meet obligations 

(iii) Interest paid to bank on overdrawn money or interest 
received from bank on deposits- . i . . . 

(iv) Bank charges, commissions, etc. paid to bank. , | 

. While transactions (i) and (ii) are through cheques or other 

instruments, those under (iii) and (iv) are effected throuim 

accounting adjustments and advice by bankers, without the uSt 
Of cheques. . 

. It it is assumed that the business has only one current account 
without other types of accounts in the same andlor ih 
other banks) m one particular bank, then it would be convenient 
to recordtransactions relating to this bank account in the cash 

wnrV i^ may ft b ? Possible thereby to avoid duplication of 
work and also confusion and errors. But to do so the cash 

book has to be designed a bit differently to provide for both cash 
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and bank amount columns on both the debit and the credit sides. 
Such a cash book is called double column cash book. It is to 
be noted that in a double column cash book there are double 
amount columns only on both the sides—one column for cash 
amount and the other for bank amount figures. Even when a 
business maintains a double column cash book, it may have to 
maintain a separate cash book with bank columns only, for each 
of the other bank accounts it operates, if any. The main cash 
book is used to record cash and main bank account operations. 

An addition of a third amount column on either side of a 
cash book (so as to make it triple column ) is sometimes neces¬ 
sary to record the discount element along with all receipts and 
payments, for the sake of convenience. The discount we are 
speaking of here is cash discount. This may be allowable when 
we receive money and receivable when we pay money (in both 
the cases within the stipulated period and at a rate agreed upon 
by the parties). 

Mention may be made here of yet another discount, viz., trade 
discount, receivable or payable at the time of purchases or sales 
respectively. Ordinarily no separate accounts are maintained for 
such discounts since only the net purchase or sales figures, as the 
case may be, are taken into account. In any case there is no 
possibility of trade discount being treated in cash book. 

When cash discounts are intended to be treated in the cash 
book itself, the discount column on the debit side of the cash 
book records all discounts allowed on cash receipts (such dis¬ 
count is a nominal a|c—a loss, hence debited). And in the 
credit side discount column, all discounts received on cash pay¬ 
ments are recorded (discount in such a case is a gain, hence 
credited). Cash receipts and payments here include receipts 
or payments through cheques also. 

It is to be noted however that, in a triple column cash book, 
while cash and bank columns serve the purpose of cash and 
bank accounts (ledger) respectively, the discount column is only 
a journal so to say—it does not serve the purpose of discount 
accounts) which is required to be separately provided in the 
ledger. 

Illustration: 

From the following details is to be prepared a Triple Column Cash 
Book of Mr. XY’s business. Necessary Ledger Postings have also to be 
shown thereafter. 
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19X3 (Rs. in 000's) 

Jan. 1. Balance: Cash 1 

Bank 29 

2. Cash sales 10 

3. Cash deposited into bank 7 

4. Paid by cheque Mr. PQ (in full settlement of 

our dues of Rs. 15,000 to them) 14 

5. Paid wages to workmen 1 

6. Received from Mr. RS (who purchased from 
its last month—Rs. 10,000) cheque which 

was immediately sent to bank 6 

7. Withdrawn cash from bank 2 

8. Met sundry office expenses 2 

9. Received from Mr. TU in cash & he was allowed 

discount—Rs. 2,000 (the account was closed thereby) 17 

10. Cash purchases (paid by cash) 12 

11. Deposit to bank 5 

12. Paid Mr VW by cheque and he allowed a discount 
Rs. 5,000 (The balance (Cr.) in this account before 
this payment was Rs. 50,000 on account of several 
purchases in the past) 


15. Mr. XY withdrew 


cash from business for personal purpose. 2 



TRIPLE COLUMN CASH BOOK 
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Notes: 

(i) Transactions dated 3rd, 7th and 11th are Contra Entries, hence 
shown on both the sides with ‘C’ in L.F. columns against the 
respective entries. 

(ii) L.F. columns against all entries have been left blank excepting for 
the ‘C’ as per (i) above. 

(iii) Discount columns have not been balanced; but totals have been 
shown on both sides. Posting to the Ledger Accounts (as shown 
later) will be on the basis of these total figures. 

(iv) The cash book has been closed on 15th January and hence it is 
reopened on 16th with the balances brought down on this date. 
The periodicity of closing (daily, weekly, fortnightly, monthly, 
etc.) depends upon the volume of transactions and convenience 
of a particular business unit. 

(v) There are differences of opinion as to the treatment of cheques 
received. Two treatments are available, viz., 

(a) Treat it as cash first (Dr. Cash a|c) and if and when it 
is sent to bank for collection. Dr. Bank a|c & Cr. Cash a|c 
(by a contra entry). 

(b) Treat it in bank column (Dr. Bank a|c) straightaway. 

The (logic behind the first treatment is that the receipt of a cheque 
does not automatically imply that the bank balance has increased (since 
the cheque, instead of being deposited into bank, may be endorsed to a 
third party). But any cheque issued always results in a decrease in 
bank balance. 

The argument behind the second treatment is that practically all cheques 
received are subsequently (in a day or two) paid into the business 
Bank a|c for collection and credit. 

Which of the two treatments a company should follow would depend 
upon its own system of bank lodgements To avoid any confusion in 
this respect, we have clearly stated in the transaction dated 6th, the 

treatment to be made of the cheque received and have also shown the 
workings accordingly. 


LEDGER ACCOUNTS (Postings shown only) 
T Form is used in all cases. 

Dr. 


SALES a|c 


2|1 


(Figures in Rs. 100’s). 

_Cr. 

10 


By Cash a|c 


Dr. 


5|t To Cash a[c 


WAGES a|c 


Cr. 


1 
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Dr. 


PURCHASE a|c 


Cr. 

lOf 1 

To Cash a|c 




12 

Dr. 

OFFICE EXP 

ENSES a|c 


Cr. 

8| 1 

To Cash a|c 




2 

Dr. 


DRAWIN 

GS a|c 


Cr. 

15|1 

To Cash a|c 

2 




Dr. 


MR. PC 

? a|c 


Cr. 

4|'1 

To Bank a|c 

14 

111 

By Balance b|d 

15 

99 

„ Discount a|c 

1 




Dr. 


MR. RS ajc 


Cr. 

HI 

To Balance b|d 

10 

6|1 

By Bank a|c 

6 

Dr. 


MR Tl 

J a|c 


Cr. 

1|1 

To Balance b|d 

19 

9|1 

By Cash a|c 

17 




99 

„ Discount a|c 

2 

Dr. 


MR. VW a|c 


Cr. 

12| 1 

To Bank A|c 

20 1 

HI 

By Balance b|d 

50 

99 

•„ Discount a|c 

3 1 




Dr. 

DISCOUNT ALLOWED a|c 

Cr. 


15| 1 To Sundries (as per 

Cash Book 111 to 
15|1) 


Dr. DISCOUNT RECEIVED a|c_ 

' 15|1 By Sundries (as 

per Cash Book 
111 to 15|1) 


Notes: 

(i) There is no Cash a|c or Bank a|c in the ledger since the cash 
book itself serves the purpose of these ledger accounts (besides 
6crving the purpose of a journal). 
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(ii) But there are discount accounts in the ledger. The two accounts 
shown above may be (if desired) consolidated into one Discount 
ajc. In that case the debit and credit postings shown above 
will appear in the same manner in the respective sides of one 
account 

* 

(iii) The opening balance (balance b|d—Dr. or Cr.) in Mr. PQ a|c, 
Mr. RS a|c, Mr. TU a|c and Mr. VW ajc have been found out 
from the information given in the problem at appropriate places. 

(iv) Though no balancing has been done above it is obvious that 
Mr PQ a|c and Mr. TU a|c will be closed with no balance left 
in either case. (This conforms to the information given in the 
problem.) 

ABC CO. (A PARTNERSHIP FIRM) 

TRIAL BALANCE AS AT 31.12.19X3 


Name of Account 


L.F. 


TOTAL 


Debit 




Balance 



Rs. 

1 . 

Land & Building 

2,00,000 

2. 

Plant & Machinery 

1,00,000 

3. 

Furniture and Fixture 

40,000 

4. 

Commission 

15,000 

5. 

Discount 

5,000 

6. 

Wages and Salary 

21,000 

7. 

Opening Stock 

17,000 

8. 

Purchases 

1,02,000 

9. 

Sales 

10. 

Returns 


11. 

Office Expenses 

11.000 

12. 

Sundry Debtors 

34,000 

13. 

Sundry Creditors 

14. 

Bank 


15. 

Cash 

5,000 

16. 

Capital: A 

B 

C 



5,50,000 


Credit 

Balance 


Note: 


Rs. 


8,000 


2,00 000 

ZOOO 


22.000 

18,000 

80,000 

1,30,000 

90,000 

5,50,000 


Sund/y deb ,°? 18 anally the sum total of the debit balances 
of all our debtors (usually customers). Similarly Sundry ere- 
ditors is the sum total of all the credit balance w Editors 
(usually suppliers of goods and services), " 
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6. Trial Balance 

Trial Balance may be defined as a statement prepared after 
the balancing of all ledger accounts, showing the balances of all 
the accounts arranged as debit balances and credit balances res¬ 
pectively. Since the books of accounts are maintained under the 
double entry system, trial balance must agree—i.e. the total of 
the debit balances must be the same as the total of the credit 
balances. Thus, if the trial balance does not agree it can be con¬ 
cluded without hesitation that there are errors, whatever be their 
nature, in the books of accounts. 

Besides checking the accuracy of the books of accounts as 
above, the trial balance serves another important purpose. The 
statement greatly facilitates the preparation of final accounts, viz.. 
Profit and Loss Account and Balance Sheet The final accounts 
can be (and are actually) prepared straight from the trial balance 
without any further reference to the ledger accounts. 

An illustrated Trial Balance is shown on page 69. 

7. Final Accounts 

Before we proceed to discuss the mechanism of finalisation of 
accounts it will be to our advantage to recapitulate in a summary 
form what we have discussed earlier. Let us first study the follow¬ 
ing simple tabular layout: 

FRAMEWORK OF BOOK KEEPING 



A transaction once intimated to the accountant will be classi¬ 
fied into any one of the four categories, viz., expense, asset, in¬ 
come, or liability. In case it is an expense or an asset, the rele¬ 
vant account will be debited and with all probability the account, 
when closed, will show a debit balance. On the contrary, if 
the transaction is an income or a liability, it will be credited and 
the resultant balance will usually be a credit balance. The 
accounts finalisation stage begins with the preparation of trial 
balance. From trial balance the following two statements are 


prepared. , .. , 

1. A revenue statement called Profit and Loss Account which 
takes up only the expenses and the income accounts of 
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trial balance and shows up the difference of the total of 
the two sets. This difference is either a profit (if total in¬ 
come is higher than total expense) or loss (if total ex¬ 
pense is higher than total income). In a rare case if total 
income equals total expense, then there is no profit and 

no loss. . 

2. A statement called the Balance Sheet which shows the 
assets on one side and the liabilities on the other side. Also 
by including the net result of the previous statement (viz., 
profit or loss shown by the P|L a|c.) the two sides of the 
balance sheet are made to agree in total. In case the 
P|L account shows a loss then it is treated as an asset. 
If on the other hand the PlL account shows a profit then 
it is shown as a liability (vide Business Entity Concept, 
Chapter 2) 

P|L a|c and Balance Sheet together are called ‘Final Accounts*. 
But strictly speaking, though P|L a|c is an account, balance sheet 
is not. Another important point to note is that while P|L a|c 
is an account for a period of time, balance sheet is a status report 
or position statement at a particular point of time. This statement 
shows the assets of the business on one side and the liabilities 
of the business on the other, both as on a particular date, the 
date of its preparation. 

Based on the trial balance given in the previous topic we are 
showing here the Profit and Loss account and the Balance Sheet. 

ABC CO. 


Profit & Loss A|C for the year ended on 31-12-19X3 
Or- Cr. 



Particulars 

Amount 

Rs. 


Particulars 

Amount 
Rs . 

To 

Opening Stock 

17,000 

By 

Sales 

2,00,000 

99 

Purchases 1,02,000 


99 

Closing Stock 

12,000 

• 

Less: Returns 



(vide note i) 



outward 2,000 

1,00,000 

99 

Discount 


• 




(Received) 

8,000 


Wages & Salaries 

21,000 




99 

Commissi cm 

15,000 




• 99 

Discount (allowed) 

5,000 




99 

Office Expenses 

11,000 




99 

Net Profit c|d 

51,000 





t 

2,20,000 



2,20,000 
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ABC CO 

BALANCE SHEET AS AT 31-12-19X3 
LIABILITIES 




Rs. 


Rs. 

Sundry 

Creditors 

22,000 

Land & Building 

2,00,000 

Bank overdraft 

o • j i 

18,000 

Plant & Machinery 

1,00,000 

capital: 



Funiture & 


A 

80,000 


Fixtures 

40,000 

B 

1,30,000 


Sundry Debtors 

34,000 

C 

90,000 


Cash 

5,000 




Closing Stock 

12,000 


3,00,000 




Add net 





profit 

51,000 

3,51,000 



(undistributed) 





Rs. 

3,91.000 

Rs. 

3,91,000 


Notes: (j) The closing stock of Rs. 12,000 shown in the P|L account 

does not appear in the trial balance. This is a figure 
assumed for the purpose of the preparation of the P|L a|c. 
Similarly closing stock with the same amount figure has 
been shown as an additional item in the assets side of the 
balance sheet. 

(ii) Net profit appears in the liability side of the balance sheet, 
since it increases the liability of the business unit to the 
owners, i.e., partners. We have not shown the distribution 
of the net profit. In reality, however, the net profit will 
be distributed among the partners in the profit sharing 
ratio agreed upon by them (equally, in case there is no 
such agreed ratio). 

(iii) The P|L a|c shown above is highly oversimplified. P|L 
ajc. may be divided into a number of sections or parts. 
The end result of one part is the ^starting point of the 
next part. The different parts or sections are as follows: 

(a) Trading Section—It shows the gross profit or loss during 
the accounting period. Gross profit or loss (a controver¬ 
sial term in accounting) ordinarily means the direct profit 
or loss from manufacturing and|or selling activities of the 
business. 

( b ) P/L Proper Section—-This section shows the net results of 
business operations during an accounting . period in the 
form of the net profit or loss. This is (he most important 
section in the P|L a|c. 
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(c) P/L Appropriation Section—This is the last section of a 
p|l a|c applicable to every enterprise other than a pro¬ 
prietorship business. The purpose of this section is to show 
the disposition and distribution of Net Profit found out in 
the preceding section 

During the preparation of annual P|L a|c and Balance Sheet 
some adjustments become necessary mainly due to two reasons: 

(а) to ensure that the accounting period concept has been 
strictly adhered to, and 

(б) to treat some such items as are accounted for correctly 
only during the closing; e.g., depreciation, bad debt, re- 
serves and provisions; and most important, closing stock. 

A detailed discussion of such adjustments is outside the purview 
of this book. F 



Chapter 5 


INTERPRETATION OF FINANCIAL 

STATEMENTS 

1. Introduction; 2. How to Read a Balance Sheet; 

3. Analysis of Financial Statements; 4. Limitations of 

Published Accounts; 5. Concluding Observations 

1. Introduction 

We have emphasised and illustrated in the previous chapter 
how all financial accounting operations culminate in the annual 
Balance Sheet through the Profit and Loss a|c immediately pre¬ 
ceding it. The final accounts (as the expression goes) consisting 
of the Profit and Loss a|c and the Balance Sheet are prepared 
by every business or even non-business enterprise. In case of 
enterprises other than joint-stock companies, final accounts set 
is an important internal document. But in case of companies 
incorporated under the Companies Act, it is much more than 
that; it is both an internal as well as external or public docu¬ 
ment. Everybody can have a look at it if he wants to. Thus 
the expression published accounts means a set of annual final 
accounts, usually printed and published, in respect of a joint- 
stock company. 

The Companies Act in India has laid down certain provisions 
in connection with published accounts. The following Sections 
and Schedules of the Act may be referred to for details of such 
requirements: 

(i) Section 211 — Form and contents of Balance Sheet 

and P|L a|c. 

(ii) Section 212 — Balance Sheet of holding company to 

include certain particulars as to its 

subsidiaries. 

(iii) Schedule VI — Form of Balance Sheet and general 

Part I instructions of preparation of Balance 

Sheet 

(iv) Schedule VI — 

Part II — Requirements as to P|L a|c. 

In this chapter we will first discuss and illustrate the various 
methods and techniques of interpretation of financial statements. 
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specially the Balance Sheet. We will then indicate some techni¬ 
ques of financial analysis (which will be covered in detail in 
subsequent chapters). Finally, we will examine the various limi¬ 
tations of published accounts in general. 


2. How to Read a Balance Sheet 

Balance sheet is the most important of all financial statements 
since it forms the basis and the bedrock of all subsequent finan¬ 
cial analysis. An ability to understand and interpret a balance 
sheet—to read a balance sheet between the lines—is therefore 
considered to be a must for all. especially, executives charged 
with decision-making and control. 

Essentially, a balance sheet is a statement embodying a pictorial 
representation of the position of assets and liabilities of a business 
35 j 5 !*. a particular date. Assets mean what the company owns 
and liabilities are what the company owes. Thus a balance sheet 
a a s, ‘* t . cment showing what the company owns and what it owes. 
And this statement should be presented in a picturesque manner 
and in such a way that people with ordinary intelligence should 
be able to understand and interpret it. However, some concep¬ 
tual background and also some idea of the implication of diffe¬ 
rent items included in a balance sheet is required to understand 
it, just as some simple power of appreciation of art is required 
to interpret and appreciate a picture. An attempt is made in th's 
section to help develop this power of interpretation and apprecia¬ 
tion of our readers. For convenience of understanding, we will dis- 

foll °wmg heads - viz., form of balance sheet, 
dC ’ ll , ab * I . lties Slde ’ 1116 complete balance sheet, balance 
sheet as a valuation statement and reliability of balance sheet. 

Sheet• F °" n ° f Ba,ance Sheet: Here 38 an imaginary Balance 

NOWHERE LIMITED—BALANCE SHEET AS AT 

31st DECEMBER 19X0 

(Figures in Rs.jlacs) 


Previous 

Year 


Liabilities 


Previous 
Year 


Assets 


SHARE CAPITAL 
40 Equity Share Capital 40 
(Rs. 100 shares) 

15 5% Preference share 

Capital (Rs. 100 share) 15 


FIXED ASSETS 

10 Goodwill 5 

5.5 Land & Building ' 10 

28 Plant & Machinery 30 

11 Furniture & Fixtures 10 
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RESERVES & SURPLUS 


2 Capital Reserve 2 

2 General Reserve 2 

Add. Profit and 
Loss A]C Balance 5 7 

0.9 Debenture Redemp¬ 
tion Reserve Fund 1 

SECURED LOANS 
5 6% Debenture Bonds 5 

16.1 Bank Overdraft 20 


UNSECURED LOANS 
19 10% Public Deposits 20 

CURRENT LIABILITIES 
& PROVISIONS 
7 Sundry Creditors 15 

2 Bills Payable 3 

1 Provision for Tax 2 


110 130 


5.5 Patents 5 

INVESTMENTS: 

0.9 6% Deposit Certificates 1 

8 Shares in subsidiaries 8 

CURRENT ASSETS, 

LOANS & ADVANCES 


14 Sundry Debtors 24 

20 Inventory 30 

4 Bills Receivable 5 

2 Cash 1 

MISCELLANEOUS 
EXPENSES 
1.1 Advertisement 

Suspense 1 


110 130 


The following points are worth mentioning regarding the form 
and general features of a balance sheet: 

(a) Name of the company or enterprise must appear at the 
top of the balance sheet. 

(b) The date of the balance sheet must also appear at the 
top. Tt is to be noted in this connection that a balance 
sheet is a position statement as on a particular date—it 
is a statement of a point of time, not for a period of time. 

(c) As per the requirements of the Companies Act a balance 
sheet should show two sets of amount figures—one set 
for the last date of the relevant amounting year and another 
for the last date of the previous accounting year. 

( d ) Again as per the requirements of the Companies Act in 
India, a balance sheet may show figures to the nearest 
rupee (paise figures may be ignored in conformity with 
the Principle of Materiality). However, for convenience 
of handling we have shown above figures in Rs. lacs only 
Though the annual balance sheet meant for publication and 
submission as per legal requirements has to show figures 
to the nearest rupee, to meet various internal needs from 
time to time, a balance sheet may have to be prepared 
sometimes in a summary manner and with figures to the 
nearest thousand or even lacs, depending upon the purpose. 
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( e ) To avoid confusion due to the numerous data in the 
balance sheet, it is customary to show only the group 
totals in the main balance sheet with a reference to accom¬ 
panying schedules. These schedules provide the breakdown 
and all details of the respective group totals. 

(/) Besides the schedules some notes are also added at the end. 
These notes are meant for providing further explanation 
about the implications or interpretation of a particular 
item or items and the amount involved. 

( 8 ) The classification of the various items in the assets and 
liabilities sides of the balance sheet shown above has been 
made in conformatity with the form of balance sheet as 
per Schedule VI, Part I of the Companies Act. A ques¬ 
tion may arise whether this form of balance sheet has to 
be rigidly adhered to. Dogmatic adherence to this form 
under all cases may be neither desirable nor practicable. 
A company, if it so desires, may deviate from such require¬ 
ments, provided they get prior approval from the Central 
Government. Thus we come across these days quite a few 
balance sheets of different companies laid out not strictly 
in accordance with Schedule VI Part I, but in the*form of 
Proprietory Statement or Statement of Sources and Uses 
of Funds. 


(u) Assets Side: A business enterprise earns profit only by 
efficient assets management’. Whenever profit is generated, it is 
reflected through an accretion of assets, to be precise, the current 
assets in the first instance. To balance the two sides of a Balance 
5heet such an accretion in assets is counterbalanced by similar 
accretion in liabilities, usually reserves and surplus. If and when 
such profit is distributed to the owners, reserves and surplus will 
deplete to that extent with the consequent reduction also in the 
assets value, usually cash and bank balances 

Out of the four groups of assets, true assets employed in the 
1STn° r Trading Assets, as they are called, are in the first and 
hird groups, viz., fixed assets and current assets, loans and ad¬ 
vances. Investment represents money invested outside the busi- 
"T* 1S nevertheless an asset and it can be converted into 

lTfnTT 1 °/ -T easUy - - But since jt is not invested in the 
business itself, it is not considered to be a tradin'* asset 

Ml ?, nf “ slo t n m *y arise regarding miscellaneous Expenses being 
called assets These expenses in reality are pre-paid expenses 
To the extent such expenses have not been written off against 
revenue, they are assets-assets of an intangible nature fo? the 
purpose of the balance sheet. The simple rLon for tSs is that 

^ Cnefi S ° Ut ° f theSe ex P enses would be available durin«* the 
subsequent accounting year or years. When any such kern it 
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fully written off it would no longer appear as an asset in the 
balance sheet. 

The most controversial item in the list of fixed assets is good¬ 
will. Goodwill is a term easy to describe but difficult to define. 
From accounting point of view goodwill indicates the super¬ 
profit earning capacity of the business. It is an intangible asset. 
It may be a fictitious asset also (e.g., when the goodwill has 
been lost and yet we find a substantial amount under the head 
goodwill in the balance sheet). The inclusion of goodwill 
in a balance sheet does not necessarily mean that the 
company possesses goodwill of equivalent value. On the other 
hand, the non-inclusion of goodwill in a balance sheet may sig¬ 
nify that the company has goodwill of considerable value. Good¬ 
will appears in the balance sheet usually in the case of acquisi¬ 
tion of a going concern after payment of an amount towards the 
value of its goodwill over and above the amount paid for its net 
assets. In the balance sheet of Nowhere Ltd., an amount of 
Rs. 5 lacs has been shown against goodwill. The appearance 
of such goodwill in a balance sheet, whatever may be its source 
of origin, results in an equivalent reduction in the amount of 
reserves and surplus or even equity shares (and for that matter, 
in the shareholders’ fund). The net reserves and surplus in the 
illustration would therefore be Rs. 5 lacs only (Rs. 10 lacs minus 
Rs. 5 lacs). 

(iii) Liab'lifies Side: The total liabilities of Nowhere Ltd., 
as at the end of the current year is Rs. 130 lacs, as against 
Rs. 110 lacs at the end of last year. All the five groups of 
liabilities can broadly be divided into two categories, viz., 

(i) Liabilities to owners!members—share capital and reserves 
and surplus. 

(ii) Liabilities to outsiders—secured loans, unsecured loans and 
current liabilities and provisions. 

Liabilities to outsiders arc the true liabilities. But those in the 
first category (i.e. to owners or members) are shown as liabilities 
only to fall in line with the business entity concept of accounting. 

Let us consider the same five groups of liabilities from a diffe¬ 
rent angle. We may exclude for this purpose the last group, 
viz., current liabilities and provisions (since it represents in effect 
the negative side or neutralising element of working capital or to 
be more precise, a part finance towards working capital of the 
business). The other four groups together broadly represent the 
total capital employed by the business which can again be viewed 
from two angles, viz., 

(i) Own capital—share capital and reserves & surplus. 

(ii) Loan capital—secured and unsecured loans. 
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Loan capita! is sometimes expressed as debt, funded debt, etc. 
though all such expressions are not strictly synonymous. Own 
capital, if it does not contain preference shares, is also called the 
owners’ equity or the equity fund. If share capital consists of 
both equity and preference shares, then usually the face value of 
preference shares is deducted from the own capital to arrive at 
equity fund or equity. 

One important point to be noted in connection with capital 
(both own capital and loan capital) is that it represents only one 
side—the abstract side of the business, the concrete side being 
the assets. In other words, capital remains invested in the diffe¬ 
rent assets of the business. Thus, at any point of time the own 
capital may be arrived at by subtracting the total outside liabilities 
of the business from its total assets, excluding of course intan¬ 
gibles like goodwill, etc. 

There is a lot of confusion (specially among non-accountants) 
about reserves and surplus (one of the elements of total capital 
employed). Reserves ordinarily mean undistributed profits or un¬ 
appropriated income. But it does not necessarily lead us to the 
conclusion that such undistributed profits or income are separa¬ 
tely kept as liquid cash or in the form of bank balance which 
can be withdrawn at any time ! Contrary to popular belief, re¬ 
serves and surplus do not mean funds lying in readiness for use. 
In fact like share capital or loans, reserves and surplus also remain 
invested in different types of assets of the business, mostly beyond 
recognition and defying precise segregation. There is one excep¬ 
tion to this. If the word fund is used after any reserve, then such 
reserve has to be represented in specifically earmarked assets of 
Similar amount in the assets side of the balance sheet. In the 
illustrative balance sheet of Nowhere Ltd., there is a liability 
(under reserves and surplus), debenture redemption reserve fund 
and also an asset (under investments) 6 per cent deposit cer¬ 
tificates both amounting to Rs. 1 lacs. Here the reserve fund 
in the first case is represented by a specific investment (outside 
the business) for similar amount, in the second case. 

(iv) The Complete Balance Sheet: We are now focussing 
our attention on the balance sheet as a whole considering liabili¬ 
ties and assets together. We will discuss and illustrate consecu¬ 
tively other four concepts, viz., working capital, capital employed, 
net worth or shareholders’ fund and owners’ equity. 

Working capital is defined as current assets less current liabili¬ 
ties. The working capital of Nowhere Ltd. is Rs. 40 lacs (Rs. 
60 lacs—Rs. 20 lacs). Strictly speaking, working capital is the 
total of the currertt assets (Rs. 60 lacs in this case). This may 
be called gross working capitcd. However, out of this Rs 60 lac's 
Rs. 20 lacs representing current liabilities has been financed so 
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to say freely, by ordinary creditors. As a result the net working 
capital has come down to Rs. 40 lacs. By working capital we 
usually mean the net working capital only. 

Let us analyse the composition of the working capital. Money 
locked up with our customers is actually Rs. 29 lacs (sundry deb¬ 
tors Rs. 24 lacs and bills receivable Rs. 5 lacs). Then we have in¬ 
ventories (representing raw materials, work-in-progress, finished 
goods, etc.) valued at Rs. 30 lacs. Additionally we have cash of 
Rs. 1 lac, thus the total of current assets is Rs. 60 lacs. Against 
this, however, we owe to our suppliers for goods and services an 
amount of Rs. 18 lacs (sundry creditors Rs. 15 lacs and bills pay¬ 
able Rs. 3 lacs). We also have a provision for tax Rs. 2 lacs, 
which represents our liability to the Government on this account. 
Total of current liabilities and provisions thus come to Rs. 20 lacs. 

It may be noted that the working capital at the end of the pre¬ 
vious year was Rs. 40 lacs (current assets Rs. 50 lacs less current 
liabilities Rs. 10 lacs). Thus over the previous year there has 
been an increase of Rs. 10 lacs in net working capital. This 
is a common feature—working capital tends to increase in keep¬ 
ing with (though not in exact proportion to) an increase in acti¬ 
vity. usually represented by turnover or sales. 

Cap'tal Employed may be looked at from two angles, viz., 
the total capital employed by the business and capital employed 
in the business itself. In the Nowhere Ltd. Balance Sheet, there 
is an outside investment of Rs. 9 lacs, which is not being used in 
the business itself. For the purpose of arriving at capital em¬ 
ployed in the business this Rs. 9 lacs should be deducted (since 
this represents business funds invested outside the business). 
The capital employed in the business would therefore be Rs. 95 
lacs (Total investments of Rs. 104 lacs minus outside investment 
of Rs. 9 lacs). 

This Rs. 95 lacs capital employed in the business can be arrived 
at in two ways: 

(i) Net block plus working =Rs. 55 lacs + Rs. 40 lacs 

capital Rs. 95 lacs. 

(ii) Share capital plus reserves =Rs. 55 lacs + Rs. 10 lacs 

& surplus (less goodwill —(Rs. 5 lacs + Rs. 1 lac) 

and miscel. expenses) plus + Rs. 45 lacs — Rs. 9 lacs 

loans minus investments. =Rs. 95 lacs. 

Net Worth of the business (also called shareholders' fund) is 
nothing but the total of share capital and reserves and surplus. 
In Nowhere Ltd. this is Rs. 59 lacs (share capital Rs. 55 lacs and 

adjusted reserves and surplus Rs. 4 lacs). As the very name 

suggests this Rs. 59 lacs is the Net Worth of the business which 
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can also be found out from the total capital employed point of 
view. The net worth would be accordingly, the total capital em¬ 
ployed minus loans or Rs. 104 lacs minus Rs. 45 lacs. Strictly 
speaking, this represents the shareholders’ share of the total busi¬ 
ness. That is why, it is also called shareholders’ fund. 

Owners’ Equity (also called Equity Net Worth or Equity Fund 
or only Equity) represents that part of the net worth or share¬ 
holders’ fund which belongs to the equity shareholders only. 
Simply by deducting preference share capital from the net worth, 
one can arrive at the owners’ equity. In case of Nowhere Ltd., 
owners’ equity is Rs. 44 lacs (shareholders’ fund Rs. 59 lacs 
less preference share capital Rs. 15 lacs). Equity fund can also 
be worked out as follows: 


Equity Share Capital 
Add Reserves & Surplus 
Less Goodwill 
Miscl. Expenses 


Rs. Lakhs 
40 

10 

5 

1 6 4 



Note: Miscellaneous expenses is also to be deducted from 
reserves and surplus in arriving at equity fund (since these are 
intangible assets). 


(v) Balance Sheet as a Valuation Statement: There is a lot 
of controversy whether and to what extent a balance sheet should 
be considered a valuation statement. Such controversy arises pri¬ 
marily in a situation when a company is being sold to, or pro¬ 
posed to be acquired by. another company. Again, during the 
days of inflation, market value of assets (excepting perhaps 
current assets) is found to be much higher than what is reported 
m the balance sheet. Thus a controversy arises whether the 
values shown in the balance sheet (in respect of the different 

assets particularly) should be prirria facie accepted as their true 
values. 


/c very outset it may be emphasised that a balance sheet 

”5 end f? io t a va J uaii on statement. The reasons for such 
™n^2 tIOn f haVC hf®" g ‘^L n whUe d ‘scussing the principles and 
SFSSJ* accountj ng (Chapter 2). Particularly, the Concepts 
* measurement, going concern and historical cost are 

af thTn m t ^'i context \ A balance sheet is a logical culmination 
of the financial accounting process which is again based inter alia 

difW^ P rmc, P les and concepts. Thus the values shown agaimt 

nSl ? t ^® s . m a bal . ance sheet need not be considered as re¬ 
presenting their respective market values. 
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Any attempt to revalue all or most of the assets with the inten¬ 
tion of making the balance sheet a true valuation statement at 
any point of time will land us in a paradoxial and confusing 
situation, since: 

1. True value of an asset can never be determined accurately 
unless it is actually put up for sale (which is opposed to 
the very concept of a going concern). 

2. It has been found that even reputed expert valuers, on 
an independent valuation of a particular asset, have come 
out with widely divergent views about its value. 

3. Besides being largely subjective, the value of an asset is 
often influenced by factors quite external to the organi¬ 
sation. 

4. If revaluation of assets is undertaken occasionally then 
the comparability of data (whatever there is within the 
framework of conventional accounting) would be lost. 

5. The concept of value presupposes a point of time approach. 
Even if we go on revaluing the assets at different points 
of time, we cannot measure the fluctuations in its value 
between two such points. 

From a somewhat general approach towards valuation let us 
now come to some specific issues. Valuation of a business may 
be looked at from two perspectives, viz., valuation in liquidation 
and valuation as a going concern. For reasons explained above 
a balance sheet cannot provide an acceptable basis for valuation 
of a company in liquidation. V 

Coming to valuation as a going concern there are two broad 
considerations in determining this. These are net worth and 
profitability. Though a balance sheet can give an idea of the 
net worth of a business (as a going concern), it cannot, by itself, 
indicate the profitability of the same. Thus even to have a 
valuation of the business as a going concern, its balance sheet 
can provide only half the information, which may at times be 
worse than no information! 

It is therefore suggested that a balance sheet should be con¬ 
sidered only as a balance sheet and not a valuation statement. 
However, there are tools and techniques available (specially for 
the purpose of internal assessment and control) to indicate true 
values of the different types of assets from time to time, specially 
during inflationary periods. As for merger proposals there is 
always the provision for having separate and independent valua¬ 
tion of all the assets and liabilities of a merger candidate, 1 he 
value of the business or its purchase consideration is always de¬ 
termined not on the basis of balance sheet figures but through 
such independent valuation. The balance sheet of course could 
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serve as the basis for and perhaps provide an order of magnitude 
estimate of such valuation. 

(vi) Reliability and Authenticity of Balance Sheet: The ques¬ 
tions relevant here are how reliable is the balance sheet and how 
authentic is the statement. In case of the balance sheet of a pro¬ 
prietary concern or a partnership firm, there is no provision for 
statutory audit by qualified accountants. For this reason, the 
reliability and authenticity of such balance sheets are of a very 
limited nature. 

In case of limited companies, however, balance sheets are more 
reliable and authentic documents simply because the accounts 
are audited by independent and qualified auditors, whose rights, 
duties and liabilities are statutorily determined (i.e., provided in 
the Companies Act). The auditor in his report has to certify 
inter alia that the balance sheet presents a true and fair view of 
the state of affairs of the business as on the relevant date (i.e., 
the date of the balance sheet). 

A company balance sheet is also reliable because it is signed 
by the secretary and some of the directors of the company, be¬ 
sides the auditors. Auditors may also add some notes before 
signing the balance sheet to cover some special points requiring 
explanation or opinion from them. Sometimes the Auditors may 
qualify their audit report accompanying a balance sheet and 
profit and loss a|c, mentioning in particular some irregular or 
improper transactions or accounting treatments as ‘qualifications’. 
(An unqualified audit report means a ‘clean report,’ i.e., there 
are no such irregularities). 

However, even such provisions for independent audit and audit 
report do not per se render a balance sheet fully reliable and 
authentic.. This is due to the fact that conventional accounting 
structure itself suffers from some serious limitations (discussed 
later in this Chapter). 


3. Analysis of Financial Statements 

Published accounts and for that matter, any financial statement, 
presents only some figures, but facts lie hidden behind the figures! 
Unless these facts are brought out in proper perspective, any con- 

th ° figure ! as such may be erroneous and 
sometimes misleading. Hence the importance of proper analysis 

and interpretation of financial statements. Analysis of financial 

S r ? ea ?.' " earrang l ement of following some specific 

facl J ltat i ng subsequent interpretation. Analysis also 
Hrn? d( ♦ S ? m - e further accounting operations relevant to the par- 
t ° r ,echniqucs ad °P' ed and the specific purpose 
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Interpretation of data to arrive at valid conclusions usually 
follows analysis of figures. Many tools and techniques of analysis 
of financial statements have been envolved to arrive at correct 
conclusions through a proper interpretation of the financial data. 
The more important techniques are as follow: 

(i) Comparative Statements (in respect of both P|L a|c and 
balance sheet); 

(ii) Trend analysis (say, of sales, expenses, etc.); 

(iii) Statement of proprietary fund; 

(iv) Financial ratio analysis; 

(v) Cash flow statement; 

(vi) Funds flow analysis (including the statement of increase 
or decrease in working capital). 

(The last three techniques mentioned above will be ex¬ 
plained in the subsequent Chapters). 

4. Limitations of Published Accounts 

In examining the limitations of published accounts we should 
be clear about two things, viz., the objective of published accounts 
and the expectations therefrom of the different classes of people 
and interests. The prime objective of a published account is to 
present a true and fair view: (a) in case of the balance sheet, 
of the state of affairs and (b) in case of the profit and loss ac¬ 
count, of the profit or loss of the company for the accounting 
year. Let us take the expectations from the published accounts. 
Published accounts ought to present a ‘true and fair view’ to all, 
concerned directly or indirectly with the operations of the com¬ 
pany. The interests of different classes may run at cross purposes 
or may clash with one another. But every class has some 
expectations from the published accounts. These classes of in¬ 
terest are as follows: 

Owners or shareholders, employees (and trade unions), pro¬ 
spective investors, prospective merger candidates, financiers, 
creditors, management, government and public. 

We will briefly examine here how far published accounts can 
fulfil the objective of presenting a ‘true and fair view’ to all these 
classes of interests and meet their expectations. 

(A) From the viewpoint of Owners: , 

(i) A lot of confusion centres around ‘reserves and surplus • 
The use of the word ‘fund’ after reserves backed by speci¬ 
fically earmarked securities (on the assets side) is an 
inadequate answer, if any, to the problem. 
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(ii) Related to (i) is profit vis-a-vis liquidity. Accounting 
profits do not reflect liquidity or ability to pay dividend 
or even tax. 

(iii) Overstating of profits due to lower depreciation charges 
on historical costs may result in payment of dividend out 
of capital (which is prohibited under the Companies Act) 
resulting in steady erosion or depletion of capital over 
time, specially during periods of inflation. 

(iv) Inter-company transfers of funds, expenses, etc., within 
the same ‘group’ are not easily revealed in published 
accounts. One section of shareholders may gain thereby 
at the cost of another group. 

(B) From the Viewpoint of Employees: 

(i) Because of the alleged understatement of profits through 
over provision for expenses and inclusion of unjustified (?) 
expenses, published accounts do not inspire confidence in 
trade^ unions. Employees and trade unions sometimes 
question even the independence of auditors because of their 
alleged unholy alliance with the management. 

(ii) Employees are regarded as the most precious capital re¬ 
source. the vital assets of any enterprise. But unfor¬ 
tunately, this ‘vital asset’ does not find a place in the 
published accounts, prepared under the existing account¬ 
ing systems. 


(C) From the Viewpoint of Prospective Investors: Published 
accounts is basically a historical document. It is not geared to 
highlight expected future dividend earnings or expected future 
capital appreciation through growth—the criteria of real interest 
to the prospective investors. Reports such as projected funds 
statement or projected income flow statement might be an answer 
to the requirement of the investing public. 

Yiew ? oint of Me nrer Candidates: Despite 
the accountants commitment to the Principle of Obiectivitv 

severa! non-standard and sub-standard accounting practices in- 
troduce a larce element of subjectivity or personal equation and 
judgement. Examples of areas where subjectivity creeps in are 
valuation of shares, valuation of goodwill, etc. for the purpose 

;n *e 

25*5 

£ 3,55,000’. * 3 ° f CaUtl ° D that ie couId ^ worth even 

^ ST 1 V '^ P ° i ?i S of Financiers ^ Creditor: 

() For new creditors|financiers it is extremely difficult to 
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judge from the published accounts whether the company 

is really able to strictly adhere to the credit terms asreed 
upon. 

(ii) Due to the divergence (sometimes very wide indeed!) 
between the book value and market or realisable value 
of assets, liqudity position, the criterion of greatest im¬ 
portance to any financier, is not reflected truly and 
properly. 

(iii) ‘Real inventory’ values are never properly revealed due 
to the existence of old or slow-moving stocks. Proper 
‘ageing’ of stocks on the same lines as is done for deb¬ 
tors may show the real position more clearly. But it 
would be better from the financiers’ viewpoint if both 
old stocks and old debts are segregated from working capi¬ 
tal and shown separately, preferably under a different 
heading say, non-current assets. 

(F) From the Viewpoint of Management: 

(i) Published accounts are geared only to fulfil the legal re¬ 
quirements with the result that they are unsuitable for 
the purpose of decision-making and internal control. Com¬ 
parison is a weapon of control. But internal comparison 
between different divisions, product groups or products 
is not possible from the published accounts. Nor can the 
‘return on capital employed’ be determined separately 
divisionwise, product groupwise and so on. Even com¬ 
parisons of year to year performance are vitiated by such 
factors as shifting of one year’s fixed overhead expenses 
to another through valuation of inventory, price level 
changes, etc. 

(ii) Tax savings oriented conservative accounting more often 
than not conceals from the management the real operat¬ 
ing performance and profits (vide the Principle of Con¬ 
servatism—Chapter-2) 

(iii) Window dressing of balance sheet and/or creation of 
secret reserves also hide the real position or state of affairs 
from the management. Let us explain these two concepts 
with the help of a simple example. ‘Window dressing’ is 
as it were, an ugly woman’s resorting to good dress and 
make-up to show hereself fairer than what she is. ‘Secret 
reserve’ on the other hand, is a beautiful lady’s efforts to 
show herself not so fair as she actually is, by shabby 
dress and make-up. By some accounting ‘adjustments 
(they are termed, ‘manipulations’!) a company’s position 
may be reflected through its balance sheet in a way, better 
(window dressing) or worse (secret reserve) than what it 
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actually is. Management cannot understand the real 
position unless they are told of such adjustments by the 
accountant. 

(G) From the Viewpoints of Government: 

(i) Charging as much to ‘revenue’ as allowed by taxation au¬ 
thorities, allowance of depreciation on historical cost basis 
and such other important facts and factors result in the 
Government’s getting either much more or much less than 
what should really be obtainable from a company by way 

(ii) Measurement of corporate growth by Government bodies 
on the basis of published accounts is mostly erroneous 
and misleading because no segregation is possible between 
real growth and monetary growth from the figures pre¬ 
sented in such accounts, 

(H) From the Viewpoint of the Public in General: As mem¬ 
bers of the public and consumers we all would probably expect 
the published accounts to show that: (i) prices of products are 
based on fair costing; (ii) quality of products is consistently 
maintained; and (iii) supply is regular and stable. Any of us, 
having even a casual acquaintance with published accounts, knows 
that all such expectations from such accounts are belied. 


5 Concluding Observations 

Some one has said: “Balance sheet is like a bikini suit—what 
it reveals is interesting, but what it conceals is vital !” The fore- 

fruth of SC thic 10 c? I" 9f“P ter wi,! Perhaps bear out the inherent 
° f . 3“* statement, jokes apart. In fact anybody who can 

2? *J* Ian f ce sbe f l be . twee " the lines will be able to come out 
of 5h» L 3 fCW ln t ere stmg facts and figures relating to the affaire 
aValanS? concerned - To an intelligent financial analyst 

can P^ent a neat and comprehensive picture 
heln hfm !? fiMnC 'i l position of the company and consequently 

hoWever ’ a balance sheet and for that 
matter the published accounts, suffer from certain serious limita 
“?" s - We have already indicated such limitations from%Ss 

H WC anal i se a11 the lim, ’tations we shall find that 
some of them emanate from the basic principles and con ™pts of 

a “ d ot hers are, so to say, removable or avoidable For 
those in the first category, little can be done under the constraint 
f the existing system and structure of financial accounting Some 
of the modern tools and techniques of management a^iSSg 
and accounting under changing price levels are taking adequate 
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care of such problems which cannot ordinarily be tackled within 
the rather rigid framework of financial accounting. 

As regards the limitations which are not basic in nature, attempts 
have been and are being made by Governments to remove many 
of these as far as practicable. Various provisions introduced in 
India through amendments to the Companies Act during the last 
two decades have sought to make the published statements more 
informative and meaningful. The latest such move is the ‘Manu¬ 
facturing and Other Companies (Auditors’ Report) Order, 1975’ 
(issued under section 277 (4A) of the Companies Act, 1956). 
Under this order every company has to maintain proper records, 
which are subject to statutory audit, in respect of its fixed assets, 
secured and unsecured loans from companies, firms or other 
parties, purchases of stores, raw materials and components, dis- 
posal of unserviceable or damaged stores and raw materials as 
well as by-products and scraps, deposits from public, and so on. 
Besides the auditors have also to report whether the company 
has adequate internal audit system and control procedure com- 
mensurate with the size of the company. 

All these no doubt constitute a move in the right direction. 
Although a long way is still to be traversed, let us'be optimistic 
recalling the famous Chinese proverb, “Even the longest journey 
starts with a single step’’! 
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FINANCIAL RATIO ANALYSIS 

]. Meaning and Significance; 2. Classification of Accounting 
Ratios; 3. Critical Analysis of a Few Ratios; 4. The Return 
on Investment (R.O.I.); 5. The Concept of Marketing R.O.I; 
6. A Check-List of Purpose-based Ratios; 7. Uses and Limi¬ 
tations of Ratio Analysis; 8. Concluding Observations. 

!• Meaning and Significance 


(Figures in Rs. Lacs) 

^ . 19X1 19X2 

Gross Profit 40 50.5 

Net Profit 15 'jg 

Question: Is 19X2 performance better than that of 19X1? 

answer a question like this since 
one has to consider only the absolute figures|data provided 19X2 
may or may not be a year of better performance—it depends. 

M V* “ s ” ow ‘"duct one more figure, viz., the sales figure for 
each of these two years and then rearrange all the data and also 
calculate some percentages: 


1. Sales 

2. Gross Profit 

3. Net Profit 

4. Operating 
Expenses (2 — 3) 


(Rs. Lacs) 


19X1 

% 

19X2 

% 

100 

100 

150 

100 

40 

40 

50.5 

35 

15 

15 

18 

12 

25 

25 

32.5 

23 


Now we are in a position to make such observations as 


(i) 

(ii) 

(iii) 

(iv) 


that S of P 19XI ratC haS C ° me d ° Wn “ 19X2 by 5% over 

^ r to 8 oM9Xr haVC reduced by 2 P* cent in 19X2 

Net profit [combined impact of (1) & (ii) above] is down 
by 3 per cent in 19X2 compared to 19X1. 

Sales have increased by 50 per cent between the two years. 


. — --- V 

«iM? eSe i obs f rvations » which are factual and meaningful are dos- 
5.ble only when we relate the earlier data to sales fi^r« of P t £ 
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two years, instead of considering only the absolute figures. We 
have applied in the process the technique of Accounting Ratio 
Analysis—a technique almost universally followed in analysis and 
interpretation of financial statements. 

Financial or Accounting Ratio may be defined as relating one 
accounting figure to another to provide better comparison—a com¬ 
parison on an ‘apples to apples’ basis. The rationale behind ratio 
analysis is that absolute figures do not and cannot disclose true 
facts or real position. 

There are various methods of computing and expressing an 
accounting ratio. Depending on the nature of the ratio or rela¬ 
tionship and on the particular purpose in view, any one of these 
ways of expressing the ratio can be adopted. Some examples are 
eiven below: 

(A) Current Ratio is arrived at by dividing current assets into 
current liabilities. Assume that the current ratio in a parti¬ 
cular case is: 

Rs. 10 lacs 
Rs. 4 lacs 


This may be expressed as: 


(i) 

Fraction 

5|2 

(ii) 

Integer & Decimal 

2.5 

(Hi) 

Ratio 

5:2 

(iv) 

Percentage 

250% 


(B) Days’ Sales is sometimes another way of expressing an 
accounting ratio. This basis is usually adopted to relate 
receivable or inventory to sales. 50 days’ receivables mean 
receivables on a particular day are equivalent to an ave¬ 
rage sale of 50 days. Similarly. 60 days’ inventory means 
inventory being held is adequate to meet 60 days’ sales 
requirements on an average. 

2. Classification of Accounting Ratios 

Accounting ratios can be classified from different viewpoints. 
From the viewpoint of the source of components, a ratio may be. 

(A) Revenue Statement Ratio —if both the components are 
available from the P/L account or revenue statement (e.g. gross 
profit ratio, net profit ratio, expense ratio, etc.) 

(B) Balance Sheet Ratio —if both the components are available 
from the balance sheet (e.g. current ratio, liquid ratio, debt equity 
ratio, etc.) 
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(C) Composite Ratio or Revenue Statement and Balance Sheet 
Ratio —if one of the components is available from the balance 
sheet and the other from the revenue statement (e.g. inventory 
turnover, accounts receivables turnover, return on investment, etc.) 

From the viewpoint of accessibility, ratios could be external 
and internal. External ratios are those which can be worked out 
from the published statements alone. Internal ratios can be pre¬ 
pared not from published statements alone, but from other data 
with or without the help of such statements. All cost ratios 
(e.g. materials cost to total cost, labour cost to total cost, over¬ 
head cost to total cost, variable cost to total cost, value added 
to total cost, etc.) fall in this category. Also included in this 
category are some physical financial relationships (e.g., working 
capital per unit of product 1 , fixed capital per unit of product, etc.) 
and some productivity ratios (e.g. contribution per salesman, 
value added per worker, etc.). 

The most useful classification is perhaps from the viewpoint of 
nature and purpose of financial ratios. A more or less compre¬ 
hensive list of ratios classified accordingly is given below, showing 
also side by side the mode of calculation in each case. 

A. ACTIVITY RATIO 


1. Inventory Turnover 

(Times) 

2. Average Inventory Period 

(Days] Months) 

3. Accounts Receivable Turn¬ 
over 

(Times) . 

4. Averago Collection Period 

(Days|Months) 

5. Sundry Creditors Turnover 

(Times) 

6 - Average Payment Period 

*' (Days | Months) 


Cost of goods sold (or Sales) 
Average Inventory 


Cost of sales per day (’month) 
Sales 

Average Accounts Receivables 
Average Accounts Receivables 

Credit Sales per day (month) 
Cost of goods sold 

Average Sundry Creditors 
Average Sundry Creditors 

Credit purchases or cost of 
goods sold per day (month) 


Average Inventory 



92 


MARKETING FINANCE AND COST 


7. Current-Fixed Ratio 

8. Total Operating Assets Turn¬ 
over 

(Times) 


Current Assets 


Gross Operating fixed assets 
Sales 


Total Operating Assets (i.e. 
Current Assets -f- Operating 
Gross Fixed Assets) 


9. Gross Working Capital Turn¬ 
over 

(Times) 


Sales 


Account Receivables -f- Inven¬ 
tories 


10. Net Working Capital Turn¬ 
over 

(Times) 


Sales 


Account Receivables + Inven¬ 
tories — Sundry Creditors. 


B. COST RATIOS (percentages) 

1. Materials consumed as percentage of Sales 

2. Employee expenses as percentage of Sales 

3. Marketing expenses as percentage of Sales 

4. Fixed costs as percentage of Sales 

5. Variable costs as percentage of Sales 



PROFITABILITY 


RATIOS (percentages) 
Gross operating profit 
before depreciation and 
interest (before tax) 




I. Gross Operating Margin 


Sales 


2. Net Operating Margin 


3. Productivity of Assets 
(Earning Power) 


Net opening profit 
before depreciation, 
interest & tax 



x 100 


Sales 


Net operating profit 
before depreciation, 
interest & tax 


} 


x 100 


Total gross investment (current 
assets + gross operating fixed 
assets) 
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Net profit after tax and 

Preference dividend J x 100 
4. Return on Equity =--- 

Equity paid up and free reserves 


5. 


Productivity of Equity Block = 


Net profit after tax— 
Depreciation — 
Preference Dividend 



x 100 


Equity paid up — Reserves 
— Accumulated Depreciation 


D. LIQUIDITY RATIOS (Times) 


1. Current Assets)Current Liabilities ( = Current Ratio) 

2. Current Assets — Inventories[Currcnt Liabilities ( = Liquid Ratio) 

3. InvcntoriesjNet Working Capital 

4. Short-term Loans|Gross Working Capital (i.e. Accounts Receivables + 
Inventories) 

5. Short-term Loans|Net Working Capital (i.e Accounts Receivables -f 
Inventones — Sundry Creditors) 


I. 


2 . 

3. 


E. LEVERAGE RATIOS (Times) 


Total Debt (Short-term -f Long-term + Redeemable 
Preference share capital) 


Equity -4- Reserves (Tangible) 

Total Debt |Annual Fund (i.e. Profits -i- 
Dcbt Servicing (i.e. Annual repayments) 
Interest + Preference Dividend 


( = Debt|Equity Ratio) 
Depreciation -f- Interest) 


4. 

5. 


Annual Fund 

N« Fixed Assets|Net Worth (i.e. Equity + R KC rves 
Share Capital less intangibles) 

Current Liabilities [Net Worth 


Preference 


F. VALUATION RATIOS 


I- Earning-Price Ratio (Times) = 

2. Price|Eaming (%) _ 

3. Dividend rate per cent = 


Market price of equity share 

Earnings per share (E.P.S.) • 
Earning per share x 100 

Market price of equity share 
Dividend per share x 100 


Paid up value of share 
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4. Yield per cent 


5. Return on Book value of 
equity (%) 


Dividend amount per share x 100 

Market price per share 

Equity earning after tax 
& Preference Dividend x 100 

Equity paid up + Shareholders’ 
reserves. 


* E.P.S. is found out as: Profit after tax less Preference Dividend x 100 


Number of equity shares 


3. Critical Analysis of a Few Ratios 

An attempt is made here to critically analyse a few commonly 
used ratios and indicate some controversial aspects in their mode 
of computation. We have chosen only four ratios for this pur¬ 
pose, viz., gross profit ratio, debt equity ratio, inventory turnover 
ratio and debtors turnover ratio. 

Gross Profit Ratio: The accepted method for computation is 
gross profit to sales. Gross profit is a highly controversial term 
in accounting. It may mean (i) profit arrived at after deducting 
ex-factory cost from sales in the cost of a manufacturing concern; 
(ii) difference between sales value and cost of purchase in the 
case of a trading concern and even (iii) profit before tax (as it is 
used by the Government of India for the purpose of the Drugs 
Prices Control Order 1970) — this approach may be passed off 
as ‘malapropism!’ 

In respect of each of these definitions of gross profit, there may 
be again different opinions about the inclusion or exclusion of 
some items of costs or expenses fe.g.. carriage inward, wages, 
salaries, rent, depreciation, bad debt, bonus, interest and even 
sales tax, excise duty, etc.) 

As regards sales also opinions differ as to what level of sales 
should be accepted for purpose of gross profit ratio. For ex¬ 
ample, sales may be (i) gross sales or net sales (after deduction 
of returns, discounts and allowances) and (ii) at price to the 
ultimate consumer or at the price at which the company sells to 
the distributors or to the wholesalers. 

In the case of export sales again, it may be taken at gross or 
net FOB price with or without incentives. For the purpose ot 
gross profit ratio, however, export sale is to be separately con¬ 
sidered and separate ratio should be computed for this, it 
gross profit is calculated on total sales, domestic and export, the 
gross profit ratio will be distorted from time to time because ot 
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the varying proportion of export sales to total sales as also the 
wide fluctuations in international prices and product-mix. 

As^ regards gross profit also a clear cut and generally accepted 
definition is necessary if we want to retain the ratio in the list 
of accounting ratios. The definition of gross profit for this 
purpose should be as follows: (a) in the case of a manufacturing 
concern,^ net sales minus ex-factory cost only, with excise duty, 
after adjusting for opening and closing inventory at cost; (b) in 
the case of a trading concern, sales value minus cost of purchases 
only, after adjustments on account of opening and closing stocks 
at cost. ° 


Another suggestion in this respect is to jettison this ratio from 
the list of accounting ratios since it creates tremendous con- 
fusion in computation, comparison and interpretation. 

Debt Equity Ratio: There is a controversy here also in respect 
of definitions of both ‘debt’ and ‘equity.’ Debt may be taken to 
include only debentures and long-term debts of contractual in¬ 
terest commitments. a priori . Sometimes, even bank overdraft 
may be added to such long-term debts to arrive at the total debt 
for computing the ratio. A third group of people include pre¬ 
ference share capital but not bank overdraft in debt Similarly, 
equity may mean only equity share capital or equity fund (ie. 

Sl £ r r CapitaI p,us serves). As per the Government of 
India guidelines, even preference shares which are either irre¬ 
deemable or redeemable only after 12 years are to be considered 

^dSmIblp°L he S U , rpOSC °u deb . t l e€ l uit y ratio. Preference shares 

bfSS as debt. year m 12 years Sh0Uld accordi "gly 

there ar^mlit^ * f 0SC diff ? re 7 t definitions of both debt and equity 
fD/R Z a f T m etfiods of computation of the debt equity 

(DAE) ratio, obviously with widely varying results. ^ y 

approaches 0 ' a'TS'a a . r * u , m “ tS f ? r and asainst 11,1 such ™ried 

* l0 „ the inclu s«on of bank overdraft in debt it is 

Spirit” r» CiaIly Stab ' e a , nd reasonab 'y well-managed 
u” t>ank overdraft is more or less a Dermanent HpKi* it- io 

lifSPPSMli 

aw. ss 

pu & shou,i f M “ -XSS' for ,his 

yea. as 
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ment of India, does nol stand the test of sound logic. From the 
legal standpoint and even from the taxation angle, preference 
share capital may differ widely from debentures and term loans 
but for the purpose of financial analysis preference share capital 
should be considered as funded debt just like debentures. Be¬ 
cause of the fixed dividend commitments preference share capital 
introduces, just like other debts, an element of ‘financial leverage’ 
and increases the degree of ‘trading on the equity’. This view 
is corroborated by leading writers on finance. It is, therefore, 
advisable that, irrespective of its nature and date of redemption, 
preference share capital should be treated as debt and not equity. 
One exception perhaps would be the rare case of participating 
preference shares which should ordinarily be treated as equity 
and not debt for obvious reasons. Another exception to the 
suggested treatment could be preference shares redeemable within 
one year. In such a case preference shares should be considered 
as neither debt nor equity, but as current liability only. 

As regards the definition of equity also there is a lot of con¬ 
fusion. This has been worse confounded by the traditional defi¬ 
nition of equity accepted by some Government authorities. Sur¬ 
prisingly. to them equity means only equity share capital! And 
this definition has been adopted for the purpose of various im¬ 
portant policy decisions including the statutory restrictions on 
dividends imposed for some time in the recent past. 

Truly speaking, equity should always mean equity share capi¬ 
tal plus ‘free’ reserves. The mere fact that such reserves have 
not been capitalised by issue of bonus shares (which is only a 
book adjustment with absolutely no impact on the funds flow of 
the company) should not stand in the way of throwing reserves 
out of equity. 

According to us. therefore, the right treatment for computation 
of debt equity ratios should be as follows: 

Debt means: All long-term funded debts and preference share 
capital (excepting those which are participating or which are re¬ 
deemable within one year). 

Equity means: Equity share capital plus free reserves. 

Inventory Turnover Ratio: The usual definition is cost of sales 
divided bv average inventory. Usually this ratio is used not so 
much for interpretation as for internal control, to be more precise, 
for inventory control. Thus the need for computation of the ratio 
at different points of time at shorter intervals, say, at the end ot 
each month, is urgently felt. 

If we calculate the ratio taking a particular period figure ot 
cost of sales and the same period-end figure of inventory, the 
ratio may not be comparable from time to time. The best metho 
would, therefore, be to go by the moving annual total of cost 
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of sales and to take the average of the beginning and end values 
of inventory in respect of the same twelve' month period. How¬ 
ever, this approach is seldom adopted in practice. 

A further refinement of the above approach could be to take 
only a month-end inventory figure and relate it to subsequent 
twelve months’ cost of sales—actual costs (for ex-poste analysis) 
projected costs (for ex-ante analysis)The logic behind such 
statement is that inventory as at the end of a particular period 
is meant for consumption during the subsequent period, and 
not the preceding one. The same moving annual total approach 
may be adopted in calculating the cost of sales. The procedure 
has been explained with the help of an illustration later. This 
shows side by side the conventional treatment and the one sug¬ 
gested for inventory turnover ratio as well as debtois turnover 
ratio. 


Debtors Turnover Ratio: This ratio, commonly expressed in 
terms of months (or days), is calculated as closins receivables 
divided by average monthly (or- daily) sales, which is usually 
the annual sales divided by 12 (or 365). However, like the in¬ 
ventory turnover ratio, this method also cannot give a full picture 
of the real turnover of debtors. First, the position may be veiled 
because of window-dressing at the end of the accounting year. 
I , ratio may also be vitiated to a significant extent when sales 
are highly seasonal in nature. 

A m ? T fi re . fined approach is to relate month-end receivables to 
!r S f ° f , “!* immediately preceding month or months, considering 
the fact that the receivables arise because of past sales unlike 
inventory which is held to meet future sales 

n ° w ^strate our suggested method of computation of 

^t“LlT 0Ver ratl ° and deblOTS ,Urn ° Ver ratio ’ usi "S 
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August 

8 

6 

35 

40 

September 

8 

6 

30 

38 

October 

12 

9 

30 

36 

November 

12 

9 

35 

40 

December 

8 

6 

35 

40 


148 111 

WORKINGS: 

Conventional Methods'. 

Inventory Turnover Ratio (19X5-end) 
Debtors’ Turnover Ratio (19X5-end) 
(Months’ Sales Outstanding) 

Suggested Methods : 

Inventory Turnover Ratio 

March 19X5 : Cost of Sales for April X5 

to March X6 

March X5 Inventory 

December 19X5: Cost of Sales (Budgeted 

for Jan. to Dec. 19X6 

December 19X4 Inventory 

Months’ Sales Outstanding: 


I 200 


(111 — 35) 
148 

(40-) 

12 


117 


150 


150 


= 3.17 


3.24 

months 


= 2.93 


= 4.29 


March 19X5 


Outstanding 

30 


December 19X5 



Sales 

Month 

March 16 

1.00 

Feb. 

12 

1.00 

Jan. 

2 

(on 8) 

0.25 


30 

2.25 

Dec. 

8 

1.00 

Nov. 

12 

1.00 

Oct 

12 

1.00 

Sept. 

8 

1.00 


40 

4.00 


(Only two examples on workings in each case are shown here) 
Interpretation (Dec. 19X5 Results) 

Inventory Turnover Ratio — Actually much better than what is 

6hown under conventional method 
(4.29 as against 3.17) 
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Months' Sales Outstanding — Actual position not disclosed under 

conventional method, since the posi¬ 
tion is 4 months actually, and not 3.24 
months, as arrived at under conven¬ 
tional method. 


4. The Return on Investment (R.O.L) 

This is perhaps the most commonly used ratio—both for inter¬ 
pretation of published accounts and also for control of internal 
operations. By definition the ratio is between return and invest¬ 
ment or capital employed. The ratio is usually broken up into 
two components as follows: 

Net Profit 

ROI = - 

Capital Employed 


Net Profit Sales 

= --X- 

Sales Capital Employed 

= Net Profit Ratio X Capital Turnover Ratio 


However, there are various methods of calculating both returns 
and investment. For example: 

Return : Net profit after tax. Net profit after tax but before 

depreciation and interest. Net profit before tax, 
operating profit before tax, earning before interest 
and tax (Ebit), contribution (i.e. sales revenue less 
variable cost of sales), cash flow (for project eva¬ 
luation purpose), etc. 

Investment'. Total of fixed assets and" total of current assets, 

fixed assets plus working capital, net worth, equity 
. • net worth, own capital plus working capital, only 
own capital, only working capital, and so on. 


We thus get a number of combinations of returns and invest¬ 
ment resulting in quite a few RCtt’s based on the same set of 

255 ? \ S ’ ha T m lS conceded th *t ROI may be worked out 

differently to suit different purposes and all such workings may 

be correct considering the particular purpose or purposes in view. 

Pot example, for a purely trading concern, having fixed assets 

either ml or negligible, ROI calculations throw up quite a few 

controversies. Some of these are indicated below: 


(l) Treatment of loan capital—Let us for the time being 
forget about the controversy about the definition of loan 
capital itself. The question is whether for ROI calcula- 
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tion return should be related to total capital or total 
capital minus loan capital, that is own capital only. Some 
maintain that Ebit should be related to total capital while 
net profit before or after tax should be related to own 
capital only. This sounds logical. 

(ii) Question of averaging—Return or the profit, worked out 
by whatever method, essentially represents the results of 
operations for a period cf time, while the investment as 
at end of the period basically represents figures at a 
particular point of time. Hence some people strongly 
maintain that, for the purpose of ROI calculation, ave¬ 
rage investment should be taken—the average between the 
opening and closing values of investments relating to the 
same period for which the return or profit is taken. This 
also sounds logical. 

(iii) Inclusion of average expenses in capital employed—In a 
purely trading concern where return is usually related to 
working capital alone, a question arises whether the ave¬ 
rage monthly operating expenses should be treated as a 
part of the working capital employed, for the purpose of 
R.O.I. calculations. There is a sharp difference of opinion 
in this respect; each of these treatments can be argued 
for and against. 

Let us now illustrate and examine some interesting implications 
of the ROI. As we have already indicated, ROI has two major 
components, viz.. Net Profit Ratio (percentage) and Capital Turn¬ 
over Ratio (Times). The result arrived at after multiplying these 
two components will be ROI. For example, 5 per cent net profit 
ratio and a capital turnover of 4 times will result in a ROI of 
20 per cent. This 20 per cent ROI could be achieved by any 
combination of the two components say, only 2 per cent net 
profit ratio and a capital turnover of 10 times or 10 per cent net 
profit ratio with a capital turnover of 2 times only. As it is well- 
known, a manufacturing-cum-marketing organisation will have 
relatively larger amount of capital investments than that of a 
similar company in the same industry which is a purely trading 
concern. Both the companies may have around the same ROI 
but the composition of the ROI will be significantly different. In 
case of the manufacturing-cum-marketing organisation, the net 
profit ratio will be relatively high but the capital turnover rather 
low (because of high capital investments relative to turnover). 
The purely marketing organisation will, on the other hand, achieve 
a higher rate of capital turnover but relatively low net profit ratio 
(since their net profit is restricted to only the earnings from trading 
operations). 
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R-O.I. of 22 Companies in Engineering Industry 

(1973-74) 

(Source of Data —The Economic Times, Bombay, Dt: March 16, 1975) 

(Figures in Rs. Lakhs) 


Company 

Capital 

Employed 

Net 

Sales 

Profit 

Before Tax 

Net Profit 
Ratio (%) 

Capital 

Turn-' 
over (Times) 

w* ° 

m 

O n 

« c. 


1 

2 

3 

4 

5 

6 

1. Voltas 

5883 

12310 

259 

2.1% 

2.1 

4.4% 

2. G.K.W 

• 

4483 

6069 

923 

15.2 

1.35 

20.6 

3 L & T 

4348 

4294 

484 

11-3 

0.99 

11.1 

4. Union Carbide 

4317 

6709 

1044 

15.6 

1.55 

24.2 

5. Ballarpur Paper 

4258 

3436 

469 

13.7 

0.81 

11.0 

6. Phillips India Ltd. 

4179 

4645 

929 

20.0 

1.1 

22.2 

7. Kamani Engg. 







Co/Ltd. 

3782 

2125 

53 

2.5 

0.56 

1.4 

8. General Electric 

3727 

3748 

268 

7.15 

1.005 

7.2 

9. Rallis India Ltd. 

3559 

6247 

253 

4.1 

1.76 

7.1 

10. Escorts 

3260 

4815 

291 

6.05 

1.48 

8.9 

11. Mahindra & Mahindra 3241 

4432 

300 

6.76 

1.37 

9.25 

12 Texmaco 

3083 

2226 

58 

2.6 

0.72 

1.9 

13. Ashok Leyland 

2938 

4461 

422 

9.5 

1.52 

14.4 

14. Engg Construction 

2870 

299 

35 

11.7 

0.104 

122 

15.i Siemens 

2733 

4372 

388 

8.9 

1.6 

14.2 

16. Motor Industries 

2586 

2845 

561 

19.7 

1.1 

21.7 

17. Kirloskar Oil 

2387 

2654 

109 

4.10 

1.1 

4.60 

18. ACC Vickers 

2303 

1537 

87 

5.7 

0.67 1 

3.8 

19. Walchandnagar Ind. 

1990 

1472 

253 

17.2 

0.74 

12.7 

20. Crompton Greaves 

2419 

3379 

304 

9.00 

1.4 

12.6 

21. Greaves Cotton 

2878 

4329 

237 

5 50 

2.3 

12.6 

22. Total (Industry) 

72211 

87482 

8075 

9.2 

1.2 

11.2 


The table included here shows the ROI percentages and the 

iT^° mP ° nent ? ° f - san ? e in 0356 of 22 Parallel companies 
s?„dv ^ n -S nn t g f d " str y “ India - This makes an interesting 
T° I ustrate , the P° ,n t we have made in the previous 
p agraph we may take the last two companies, viz., Crompton 

T d Cotton. Both these companies belong to 

Se S tt,i arge . busi ? ess . h ouse, viz., the Thapar Group and both 
mnJc ST e ? gl " J ® erm f industry. Coincidentally both the com¬ 
panies show in the relevant year ROI of 12.6 per cent But as 

sigda^nlfv hS r ? naIys . is ' composition of the ROI is 

significantly different Crompton Greaves being a manufacturing- 
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cum-marketing organisation, has achieved a higher net profit ratio 
(9 per cent as against 5.5 per cent earned by Greaves Cotton). 
Greaves Cotton on the other hand, being predominantly a mar¬ 
keting organisation, shows a higher capital turnover (2.3 times 
as against only 1.4 times in case of Crompton Greaves). 

Net profit ratio, one of the two components of R.O.I., can 
again be broken into two ratios as follows: 

Net Profit Contribution Net Profit 

- =-X - 

Sales Sales Contribution 

= P/V Ratios X Margin of Safety 

The concepts of P/V Ratio and Margin of Safety have been 
explained in detail in Chapter 8. The mode of calculation of 
these ratios, as shown above, will be adequate for our present 
purpose. 

We may now consider the total R.O.I. model and its major 
components with the help of an illustration, using imaginary 
figures: 




Rs. Lakhs 

Rs. 

Lakhs 

I. 

Capital Employed: 





Net Block 

100 




Working Capital 





Total 

100 







200 

2. 

Sales > 



400 

3. 

Marginal Cost of Sales 



300 

4. 

Contribution (2—3) 



100 

5. 

Fixed Cost: 





Operational 

40 




Finance charges 

20 




Total 

• 


60 

6. 

Net Profit (4—5) 



40 



Net Profit 

40 



R. O. I. 

^ - 

— 

= 0.2 



Capital Employed 

200 



Net Profit 

40 




Margin Ratio = - = 

= 0.1 




Sales 

200 




Sales 

400 




Capital Turnover =- 





Cap. Empld 20Q 




(2 times) 
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Contribution 100 

P|V Ratio = - = - = 0.25 

Sales 400 

Net Profit 400 

Margin of Safety = - = - = 0.4 

Contribution 100 

* Check (i) 0.1 x 2 = 0.2 or 20 per cent (R.O.I.) 

(ii) 0.25 x 0.4 = 0.1 or 10 per cent (Margin Ratio) 


5. Hie Concept of Marketing R.O.I. 


From the point of view of marketing management it will be 
both interesting and useful if an attempt is made to arrive at 
the marketing R.O.I., as distinct from the corporate R.O.I. 
For this purpose, marketing R.O.I. may be defined as a relation¬ 
ship between marketing net profit or net marketing margin and 
the capital employed only in marketing operations. This R.O.I. 
also can be expressed either as a ratio or as a percentage. 

Continuing with the same illustration given in the previous 
topic and with some further imaginary data, an attempt is made 
here to show the marketing R.O.I. in the above case. 


1. Cabral Employed 
Fixed Assets 

Working Capital 
Total 

2. Financial Charges 

@ 10 per cent 



! 

Oo 


<3 



£ 

5 

"3 

it 

if 


o 


f-. 

£ 


100 

90 

10 


100 

40 

60 

200 

130 

70 

20 

13 

7 



(Figures in Rs. Lakhs) 


Remarks 


10 per cent represents 
automobiles, warehouse, 
office equipments, etc. 
used by Marketing 
Department. 

60 represents finished 
Inventory & Net Recei¬ 
vables 


10 per cent is the assum¬ 
ed effective rate taking 
into account both own 
funds & loan funds em¬ 
ployed 
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3. 

Sales 

400 

320 

400 

320 is the transfer value 






of goods from Manufac¬ 






turing to Marketing 

4. 

Marginal Cost 

300 

270 

350 

350 includes, 320 & an¬ 






other 30 being variable 






marketing expenses. 

5. 

Contribution (3—4) 

100 

50 

50 


6. 

Fixed Cost: 






Operational 

40 

17 

23 

Assumed 


Financial Charges 

20 

13 

7 

break-up as per 2 above 


Total 

60 

30 

30 


7. 

Net Profit (5—6) 

40 

20 

20 


8. 

R.O.I (7 on 1) 

20% 

15% 

29% (appr.) 


(appr.) 


In the above illustration we have assumed a manufacturing- 
cum-marketing company and a system of performance evaluation 
treating manufacturing and marketing departments as two inde¬ 
pendent profit centres. Incidentally, the marketing R.O.I. is 
higher than that for non-marketing (i.e. primarily manufacturing) 
operations. A point to note in this connection is that the two 
R.O.I. percentages cannot be added up due to mathematical 
reasons and also due to the fact that the marginal cost figures 
involve some duplication. Ordinarily marketing R.O.I. ' should 
be higher than the corporate R.O.I., as it is in the above case. 
But what is more important is not the marketing R.O.I. per¬ 
centage figure per se but a trend of the percentages worked out. 
from time to time following uniformly the same approach. This 
trend can indicate broadly whether there is an upward or down¬ 
ward swing in overall efficiency in the marketing operations of 
the company. 

Tn a purely trading concern application of the above model 
will be relatively easy, since there will be practically nothing 
under non-marketing. And in such a situation the marketing 
R.O.T. will be equal to. or at least very close to, the corporate 
R.O.I. Further, this approach of arriving at marketing R.O.I. 
percentaces and comparing the same from time to time can be 
extended to various marketing divisions within a company and 
this can form a good criterion for overall evaluation and com¬ 
parison of inter-divisional performance. 

6. A Check List of Purpose-based Ratios 

Accounting ratios should not be computed simoly for the sake 
of computation. In fact, a large number of ratios might cloud 
and confuse people and thus defeat the main purpose. Signifi¬ 
cant ratios relevant 'to a particular purpose have only to be 
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selected and computed and only then can some meaningful con¬ 
clusions be drawn. 

A check-list is provided here to enable one to select the ratio 
or ratios suited to some specific purpose. 


Test / Purpose 

1. Financial stability 
(short-term) 

2. Financial stability 
(long-term) 

3. Adequacy of working capital, 
, overtrading|undertrading 

4. Working Capital Manage¬ 
ment 


5. Debts management and 
collection efficiency 

6. Creditors management 

7. Inventory management 

8. Investment in fixed assets 

9. Capital structure planning 
10. Profitability 


11. Productivity 


^ Uses and limitations of Ratio 


Significant Ratio /Ratios 

f Current ratio 
Liquid ratio 
f Proprietory ratio 
L Current ratio 
f Current ratio 
■( Working capital to sales 
(_ Working capital to total assets 
All against 3 above, and 
inventory to working capital. 
Receivables to working capital 
Cash to working capital 
Current debt to total debt 
Debtors’ turnover 
Creditors to cost of goods of 
purchase 

Inventory turnover ratio 
Proprietary ratio 
Sales to fixed assets 

- Debt-equity ratio 
Gross profit ratio 
Net profit ratio 
Operating ratio 
Expense ratio 
R.O.I. 

Output to input (physical units 
or value) 

Output to capital (unit or 
money) 

Value added to labour 
(•money) 

Sales per salesman 

- Contribution per salesman 
Fixed assets per unit of 
product 

Working capital per unit of 
product. 


Analysis 


accountin g and financial ratios can provide in , 
comparative manner some useful indicators and measures t 
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appraise the financial health of an organisation and its profit¬ 
ability, financial stability (both short-term and long-term), finan¬ 
cial management and the overall efficiency of the business. 

The inherent strength underlying ratio analysis is the fact that 
absolute figures are meaningless and sometimes misleading and, 
therefore, for the purpose of any comparison, all absolute data 
should be converted into ratios representing meaningful relation¬ 
ships. 

Computation of ratios very often leads to a further inquiry 
into various aspects of the business and its operations. Such 
enquiry and investigations should in turn enable the analyst to 
bring out facts which ordinarily lie hidden behind the figures. Such 
detailed study and systematic investigation could be useful in 
some important areas or fulfil some important purposes such as: 

(i) Planning—short-range, medium-range and long-range; 

(ii) diagnosis of financial ills; 

(iii) decision-making of all types including for investments; 

(iv) keeping a continuous watch on the financial trends in 
order to locate adverse trends sufficiently in time for 
initiating corrective actions; 

(v) measurement and evaluation of financial performance; 
and 

(vi) introducing and operating effective management control 
in all areas of operations. 

Because of these varied uses and also perhaps because of the 
inherent simplicity of the technique, financial ratio analysis has 
tremendous appeal and consequently enjoys widespread popu¬ 
larity. 

LiimtatTons —Ratio analysis suffers from several limitations and 
has many pitfalls. It is therefore imperative that the analyst is 
aware of these while using the technique. Some of the more 
important limitations are briefly discussed here: 

(i) “Ratios are not ends in themselves, rather, on a selective 
basis, they may help answer significant questions.”— 
This unfortunately is not very often understood in proper 
perspective. As a result sometimes too many ratios are 
computed and hasty generalisations arrived at from them, 
and these can be both misleading and erroneous. 

(ii) Different business activities cannot be considered as 
water-tight compartments—a comprehensive view has to 
to be taken for the business as a whole. This fact is 
also ignored very often in the ratio analysis exercise. 

(iii) The financial results and consequently the ratios are not 
infrequently affected by external factors like general 
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economic conditions, competition. Government policies, 
local factors, etc. But ratios are mostly interpreted with¬ 
out any effort to identify and quantify the impact of 
such factors. Interpretation becomes only academic and 
sometimes misleading in such situations. 

(iv) Ratio analysis is based essentially on financial statements 
which are themselves subject to accounting principles 
and concepts, competence and integrity of the persons 
preparing such statements and also management policy 
and judgements. Ratio analysis consequently suffers 
from these inherent limitations. Any change in the 
method of stock valuation, for example, will distort 
quite a few ratio computations. So will be the case 
when assets are revalued, acquisition or merger takes 
place, etc. 

(v) Ratio analysis based on year-end published data might 
suffer from the distortions in figures arising out of 
window dressing or secret reserves, very often resorted 
to by firms, in order to present either a better or a worse 
picture, as considered necessary by the management. 

(vi) Based as it is almost exclusively on historical figures, 
ratio analysis is only a post-mortem. This is inadequate 
to provide guidance for future policies and actions, un¬ 
less of course the ratios are suitably adjusted against 
anticipated future events—an exercise seldom undertaken 
in practice! 

(vii) Ratio analysis used for the puipose of inter-firm com¬ 
parison might also lead to misleading and erreneous 
conclusions due to such factors as firms not being classi¬ 
fied into homogeneous groups, difference in size, regional 
disparities and peculiarities under which they operate, 
age and mix of the plant and machinery used by them 
and, most important, the varied accounting methods and 
practices followed by the firms. 

(viii) The analyst often tends to forget the fact that the trend" 
of ratios rather than the actual ratios are important. 

§ ' n ends to ignore the fact that 

ratio analysis can at best be a broad guide—it can assist 
judgement in the decision-making process but cannot be 
a substitute for judgement. 

8. Concluding Observations 

We would like to conclude by emphasising another important 
aspect which should be the principal guiding factor in all matters 
pertaining to accounting ratios. This is the principle of consis- 
tency in definition and uniformity in treatment. These have to 
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be achieved at the firm level, industry level, and also at the users’ 
level. Otherwise, iny and every accounting ratio might generate 
more confusion than light, and could mislead than guide. How¬ 
ever, though at the firm level it is relatively easy to ensure con¬ 
sistency and uniformity, it is extremely difficult to achieve the same 
at the industry level or between various Industries. Unfortunately, 
attempts are made very often to make inter-firm comparison as 
also inter-industry comparison without attempting to ensure such 
consistency and uniformity. 



Chapter 7 

V 

FUNDS FLOW AND CASH FLOW ANALYSES 

1. The Three Flows; 2. Meaning and Significance of Funds 
Flow Statement; 3. Methods of Preparation of Funds Flow 
Statements; 4. The Utility and Limitations of Funds Flow 
Analysis; 5. Cash Flow Analysis; 6. Is depreciation a Source 
of Funds? 7. Some Illustrations. 


1. Tlie Three Flows 

wor d ‘flow’ is two-dimensional in meaning—it means both 
inflow’ and ‘outflow’: Three types of ‘flow’ are identified in 
a business from the viewpoints of financial management These 
are Income Flow, Cash Flow and Funds Flow. 

A statement of income flow would reflect the changes in re¬ 
tained earnings over a period of time through increases and de¬ 
creases in different items of revenues and expenses. 

A cash flow statement highlights the short-term changes in cash 
as also short-term loans including bank overdraft position over 
a period of time with details of each item and the amount in¬ 
volved therein, effecting such changes. 

A funds flow statement seeks to indicate the basic changes 
associated with the permanent capital of a business, over a period 
of time. (Permanent capital for this purpose may be defined as 
total assets minus current liabilities.). 

The factor common to all three statements is that they reflect 

changes over a period of time (say 1 year or 5 years) unlike a 

balance sheet which is a position statement as at a particular 
point of time. 

riW 0n ! e /? W A tetement * in effect the P rofit and loss account 
(fllustrated in Chapter 4) cast in a slightly different fonnat, i.e., 

m a statement form instead of an account ‘form. An attempt is 

made, by recasting the data on revenue income and revenue^ ex- 

the CamillSS P° sition at the end. 

Ch ^ pt ' theref ? re ’ we wlU discuss in greater detail only 
the other two flows, viz., funds flow and cash flow y 
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2. Meaning and Significance of Funds Flow Statement 

There are a number of expressions to designate a funds flow 
statement. Some of these are: 

Sources and Application (or Uses, Employment, Disposition 
or Utilisation) of Funds, Funds Statement, Where Got and 
Where Gone Statement, Statement of Movement of Funds, 
Movements in Working Capital, Sources of Increases and Appli¬ 
cation of Decreases, Statement of Changes in Financial Posi¬ 
tion, etc. 

Each of the above expressions explains in some way or the 
other the meaning of funds flow statement. The statement shows 
on the one hand all ‘inflows’ of funds and on the other all 
‘outflows’ (or dispositions or applications) of funds. The net 
result of all such ‘inflows’ and ‘outflows’ is reflected through 
increase or decrease in working capital. Consequently, for a 
given period, total of all ‘inflows’ must equal total of all ‘outflows’. 

The significance of funds flow statement lies in the fact 
that while the balance sheet is a ‘static’ statement (prepared as 
it is on a particular date), the former is a ‘dynamic’ one. Follow¬ 
ing a commonly used analogy it may be stated that while a 
balance sheet is a ‘snap shot’ or ‘still’ picture, a funds flow state¬ 
ment, or for that matter any ‘flow’ statement is. a ‘movie’. Because 
of this element of dynamism, a funds flow statement can tell us 
many financial facts and figures which a balance sheet cannot. 

Again while balance sheet is the end product of all normal and 
routine accounting operations for a period of time, funds flow 
statement is essentially a post-balance sheet exercise. This exer¬ 
cise is usually undertaken to bind the two, static balance sheet 
with the dynamic stream of the flow of funds. 

3. Methods of Preparation of Funds Flow Statement 

A typical funds flow statement would be as the one given on 
the next page: 

A rough funds flow statement can be prepared simply on the 
basis of two balance sheets as at beginning and at end of a 
particular period (say, accounting year). But to have a more 
accurate statement it would be necessary to have some other in¬ 
formation and data which do not appear in a balance sheet. 

There are two methods of presenting a funds flow statement, 
viz., 

(i) Consolidated Method—showing all items including the 
details of working capital changes in one and the same 
statement. . . . -- 
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Sources of Funds 


Rs. 


Proceeds of issue of Shares 
Proceeds of issue of Deben¬ 
tures 

Long term borrowings 
Disposal of Fixed Assets - 
Sale of Investments 
Non-operational Income 
Casual Income 
Operating Income *1 
(adjusted for funds flow 
purpose) 

Decrease in Working Capital *2 


Uses of Funds 



Acquisition of Fixed Assets 
Investment outside 
Redemption of Debentures or 
Preference Shares 
Repayment of long term loans 
Payment of Dividends 
Payment of Tax 
Operational Losses *1 
Increase in Working Capital *2 


Total 


Notes: (i) M figures are mutually exclusive, i.e., either profit or loss 
, appear on one side, as the case may be. So are *2 

figures which 'will appear on either side (not both) as a 
balancing item so that the total of the two sides agree. 

(ii) The format resembles that of a balance sheet. 

(iii) All items which cause ‘inflow’ of funds into the business 
have been shown on the sources-side whilst all items that 
cause ‘outflow’ thereof are shown on the uses (or applica¬ 
tion) side. 

(tv) If there is an increase in working capital, it is to be treated 

as use of funds since any such increase automatically implies 

appropriation of a part of funds obtained for working capital 
purpose. * 

(v) If there is a decrease in working capital, it is to be treated 
as a source of funds since any such decrease automatically 
implies release of a part of funds hitherto tied up in working 
capita], for some other tise. 

Pf°m »h a t h as been explained above .he movement of fun* may be 
uderstood better from the tabular layout as follows: 
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BALANCE SHEET 

1. Owners’ Equity 

2. Long-term Loans 

! 5. Working Capital 


Movements of Funds: 


From 

To 

For 

1 

3 

Acquisition of fixed asset with own 
capital 

2 

3 

Acquisition of fixed asset with loan 
capital 

I (or 2) 

4 

Investment outside 

3 

5 

Disposal of fixed asset to increase work¬ 
ing capital 

5 

3 

Acquisition of fixed asset with funds 
released from working capital 

5 

4 

Investment outside out of funds released 
from working capital. 


(ii) Two Statement Method—showing details of working 
capital changes in one statement and the actual 
sources and uses of funds in another. 

The second method is more popular since it avoids jumbling 
up of data (as in the first method) and also presents a detailed 
and clear picture of movement of funds. 

4. Tlie Utility and Limitations of Funds Flow Analyss 

As a technique of interpretation of financial statements, funds 
flow analysis is very popular among financial analysts and 
managements all the world over. The reasons are primarily: 

(i) The word ‘fund’ has a wider connotation than ‘cash’. 
‘Fund’ includes cash aind also some non-cash elements. 
Broadly speaking, the word ‘fund’ means ‘resources. 
Funds flow analysis, therefore, presents a clear picture 
of the resource mobilisation and utilisation by a firm 
during a given period. A systematic study of a funds 
flow statement should enable one to understand cleany 
the inflow of resources from various sources and the 



3. Net Block 

4. Investment 
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utilisation and disposition of the same, through a process 
of matching the funds obtained and funds utilised. 

(ii) Financial analysts are interested not so much in the posi¬ 
tion of assets and liabilities in static forms (as presented 
by the balance sheet) on a certain date, as in the changes 
therein during an accounting year (or during a longer 
period). Funds flow statement answers their need. 

(iii) Generalisations about financial standing of a business 
based on balance sheet alone may be erroneous and mis¬ 
leading because of such factors as window dressing, secret 
reserves, etc. Funds flow statement eliminates conside¬ 
rably any such accounting ‘gimmicks’ and presents a 
truer and fairer view. 

(iv) Efficiency or otherwise in procurement and utilisation of 
funds can be easily judged from a funds flow statement 
but not from the relative balance sheet per se. 

(v) Funds flow statement is an effective medium through 
which a balance sheet can be read between the lines and 
understood in proper perspective. 

(vi) Funds flow statement is a handy tool in the kit of the 
finance manager as well as the general management in 
their overall task of financial planning and control. 

(vii) Preparation of a future or projected funds flow state¬ 
ment can be useful in systematic allocation of resources 
in a multi-division company and. therefore,* this can be 
made an integral part of the firm’s budgetary 'process. 

(viii) Funds flow statement has some practical uses from the 
viewpoints of financiers too. Banks and financial insti¬ 
tutions require preparation and presentation of past as 
well as future funds flow statements for the purpose of 
credit appraisal, both on short-term and long-term bases. 

Funds flow statement should not, however, be taken to be an 
all-purpose financial statement. It has its limitations too! The 
most important one is that it disregards recurring circulation of 
resources within the relevant period itself. In other words, it 
cannot show continuous changes. For example, cash converted 
into stock or vice versa during the period would not be reflected 
m the item ‘increase| decrease in working capital’ shown in a 
funds flow statement. A funds flow statement can, therefore 
provide an idea about the ‘average sea-level’, as it were, but not 
the Violence of the tides’. 
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Moreover, to enable one to arrive at any correct conclusion 
regarding the efficiency or otherwise in procurement and utiliza¬ 
tion of funds, a funds flow statement provides inadequate infor¬ 
mation. Other information would also be necessary and other 
tools and techniques would have to be applied for this purpose. 

5. Cash Flow Analysis 

As stated earlier, the word ‘fund’ has a wider purview than 
cash. Fund includes cash and also non-cash elements. However, 
if non-cash elements are removed, and a similar statement is 
prepared, it will be called cash flow statement. Sometimes it is 
necessary to analyse the inflow and outflow of cash for a particular 
period rather than the inflow and outflow of funds. Such analysis 
is facilitated by the preparation of a cash flow statement. More¬ 
over, the preparation of a cash flow statement will automatically 
highlight the cash position as at end of the concerned period vis-a- 
vis at the beginning and thereby clearly indicate the change in cash 
position between the two points of time. It may also be noted 
that a cash flow statement is generally prepared for the company 
as a whole and that this can be based on actual data for a past 
period or projected data for a future period. 

Projected cash flow statement is akin to a cash budget, the diffe¬ 
rence being only in the format used. However, a cash budget has a 
wider scope in that it can be prepared for any division or de¬ 
partment of a company as well as for the company as a whole. 
The concept of cash budget has been further explained and illus¬ 
trated in Chapter 11, Marketing Budgets. 

The mode of preparation of cash flow statement will be evident 
from the standard format included in page 115 which is generally 
used for this purpose. 

6. Is Depreciation a Source of Funds? 

It is to be noted at the outset that depreciation does not directly 
lead to generation of funds except to the extent by which it helps 
the business concern to effect savings in tax and dividend pay¬ 
ment. Charging depreciation merely amounts to withholding a 
part of the funds generated through normal business operations. 
Thus depreciation can at best be regarded as an indirect or re¬ 
mote source of funds, that too, not always. 

Let us now consider with the help of the following table with 
hypothetical situations and data when depreciation is a source 
of funds and when it is not. 
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ANNEXURE: 1 


CASH FLOW STATEMENT (FORMAT) 


Period 


Opening Cash Balance 
Add: 

(i) Adjusted Net Profit: 

Net Profit for the period 

Add (less) * Depreciation written off 

* Provisions 

* Accrued expenses (accrued 

income) 

* Write-offs 


(ii) Decrease in current assets 

(iii) Increase in current liabilities (including 
bank borrowings) 

(iv) Receipts from other sources 

• Issue of share capital 

• Issue of debentures 

• Term loans 

• Sale of plant & machinery 

• Investment 

Total Cash (A) 

Deduct: 

(i) Increase in current assets, if any 

(ii) Decrease in current liabilities, if any 

(iii) Prepayments 

(iv) Other payments 

• Capital expenditures 

• Repayment of loans 

• Payment of taxes 

• Payment of dividends 

Total Deduction (B) 


Closing Cash Balance [(>4) — (B)] 
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(Rs. 

Lakhs) 







I 

II 

hi 

IV 

V 

1 . 

Profit (less) before 







depreciation and tax 

(20) 

5 

20 

30 

30 

2. 

Depreciation 

20 

20 

20 

20 

23 

3. 

Profit (loss) before tax 

(40) 

(15) 

- 

10 

7 

4. 

Tax 



___ 

6 

% 

6 

5. 

Profit (loss) after tax 

(40) 

(15) 

— 

4 

1 

6. 

Dividend (@ 75 per cent of 







after-tax profit) 

— 

— 

— 

3 

075 

7. 

Cash flow (as well as 







funds flow) 

(20) 

5 

20 

21 

23.25 


Notes: Book depreciation and tax depreciation are assumed to be 

the same (Rs. 20 lakhs) under situations I to IV. Under situation V, 
book depreciation (Rs. 23 lakhs) is higher than the tax depreciation 
(Rs. 20 lakhs). But this will not give any additional tax advantage 
and the tax is the same (Rs. 6 lakhs) as under situation IV. Dividend 
payment arises only in situations IV and V, cash flow in I to III is 
only the loss or profit before depredation and tax while in IV and V 
it is forked out as retained profit (after tax and dividend payments) 
plus depreciation charged in books. 


Interpretations/OI 


rvations: 


(i) If an enterprise is either incurring loss or earning not enough ope¬ 
rating income to cover tax depreciation (situations I and II) then 
any debit to P|L a|c on account of depredation does not effect 
any generation of funds for the current accounting period. De¬ 
preciation is therefore not a source of funds in such a situation. 

(ii) When depreciation equals operating income (situation ID) the 
generation of funds is exactly to the extent of depreciation charge. 

(iii) Depredation will be a source of funds if the profit of the enter¬ 
prise is adequate enough to cover normal depreciation charges 
and still leave some surplus (situation IV). There is no doubt 
some indirect generation of funds, in such a situation, through 
the withholding of a part of profits from being paid out as tax 
and distributed as dividend. 

(iv) If depreciation charged in books in higher than the depreciation 
allowed for tax purposes (situation V), then the net funds or 
cash flow position will improve. Although the excess deprecia¬ 
tion charges cannot give any additional benefit from tax point 
of view, there will be higher generation of funds after payment 
of dividend of a lower quantum. If we assume that the entire 
profit after tax is paid out as dividend then the funds generation 
after such dividend payment will be Rs 23 lakhs under situation 
V as against Rs. 20 lakhs under situation IV. 
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Having understood the extent to which depreciation is a source 
of funds, let us now come to the exact nature of depreciation 
from accounting point of view. Depreciation is nothing more 
and nothing less than an amortisation of a pre-paid expense 
which is incurred for the asset concerned. To acquire an asset 
a lumpsum amount is spent in advance and the amount is reco¬ 
verable oyer subsequent years through what is called depreciation. 

Depreciation really represents a non-cash expense in the current 
period (since ‘cash expense’ was incurred in earlier years). This 
is precisely the reason why for the purpose of a funds flow 
statement, depreciation is added back to show the amount of real 
funds inflow on account of operating profit. All non-cash debits 
in P/L a/c (e.g., preliminary expenses, advertisement suspense, 
provision for doubtful debts, gratuity provisions and obviously, 
depreciation) are added back to arrive at the adjusted operating 
income which is an important source of funds. The logic behind 
such add-back is that there is no funds outflow against such 
debits at least in the period for which the funds flow statement 
is being prepared. 

7. Some Illustrations 

Btustrafion (i): (A simple illustration showing all the three flows’) 

Mr. A has Rs. 1000 in cash on 1st January 19X0 

He enters into a trading business and purchases on the same day 
goods worth Rs. 1600 paying half the amount in cash. During the 
month, January, he sells threo-fourths of the goods at Rs. 2500, 20 per 
cent of which is in cash and the balance on credit. His business’ expense 
. for the month is Rs. 500. 

(A) Income Flow Statement: 



. Rs. 

Rs. 

Sales 

2500 


Add: Closing stock at cost 

400 

2900 

Less: Purchases 

1600 


Expenses 

500 

2100 

Income (profit) earned during 

the month 


800 
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(B) Cash Flow Statement: 


Opening balance of cash 


1000 

Add: Cash in (receipts) 


500 

Less: Cash out (payments) 

Creditors for goods 

800 

1500 

Expenses 

500 

1300 


Closing balance of cash 

(C) Funds Flow Statement: 

(i) Working Capital change 


Stock 

Debtors 

Cash 

Current Assets 
toss: Current Liabilities 

Working Capital 
Working Capital increase 


200 


1.1.19X0 31.1.19X0 


Rs. 

Rs. 

— 

400 

— 

2000 

1000 

200 

1000 

2600 

— 

800 

1000 

1800 


800 


FUNDS FLOW STATEMENT 


Sources of funds Application of funds 


Operating Profit 


Cr. 

800 Increase in Working 
Capital 


Dr. 

800 


800 


800 
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We may also show here, as on 31.1.19X0 Mr. A’s Balance Sheet. 


Liabilities 


Rs. 


Assets 

Rs. 

Capital (Opening) 

1000 


Stock 


40G 

Add Profit 

800 

1800 

Debtors 


2000 




Cash 


200 

Creditors 


800 






2600 



2600 


Illustration (ii) (Preparation of funds flow statement and cash flow 
statement from the same data) 


FINANCIAL MANAGEMENT LIMITED 
(Summarised) Balance Sheets as at 31-12— 


(Figures in Rs. Lacs) 


Share Capital 
Equity Shares (Rs. 

10 each fully paid) 
10 per cent Pre¬ 
ference Shares 
Share premium 
Reserves & Surplus 
General Reserves 

• 

Secured Loans 
12% Debentures 
Bank borrowings 
(Short-term, interest 
@ 15 per cent) 
Unsecured Loans 
14 per cent public 
deposits 

« parent Liabilities 
“nd Provisions 
Sundry creditors 
Income tax payable 

I It ' 


19X7 19X8 




6 

2 

4 

6 


3 

1 


10 

2 

1 

6 

6 


4 

3 


30 40 


1 

9 


19X7 19X8 

Fixed Assets 

Goodwill 1 

Other fixed assets 5 

Investments 

(Interest @ 5 per cent) 3 

Current Assets, Loans 
and Advances 

Sundry Debtors 7 

Stock 9 

Cash 2 

Miscellaneous Expenditures 
Preliminary Expenses 3 


10 

14 

1 


30 40 


Additional information provided " 

(i) Depreciation charged to P|L a|c for 19x8: Rs. 2 lacs 

disposal, of fixed assets or investments in” 19x8 
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CASH FLOW (OR FUNDS FLOW) FROM OPERATIONS 

Rs. Lakhs 


Increase in General Reserve 19x8 over 19x7 (6—4) 2 

Add: provision for depreciation 19x8 2 

Preliminary expenses written off in 19x8 (3—2) 1 

Provision for income tax in 19x8 3 


Total 8 


FUNDS FLOW STATEMENT 
(For the year 19X8) 


Sources of funds 


Uses of funds 


Rs. 

Lacs 


Proceeds from equity 
share issue (Face value 
-f premium 1) 5 

Increase in bank borrow¬ 
ings 2 

Funds flow from opera¬ 
tions (as shown above) 8 


Total 15 


•1 Balance end 19x7 5 

Less depreciation 2 


3 

Balance end 19x8 9 


6 


Rs. 

Lacs 

Acquisition of fixed 

assets *1 6 

Public deposits refunded 2 

Income tax (for 19X7) paid 1 

Increase in working 

capital *2 6 

15 


*2 

Current 

assets 

19X7 

18 

19X8 

25 

Current 

liabilities 

3 

4 

Working 

capital 

15 

21 


Do — increase 


Acquisition 


6 
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CASH FLOW STATEMENT 
(for the year 19X8) 


Opening cash .and bank balance 
Add: cash inflow: 

Through operations 
Proceeds of share issue 
Increase in sundry creditors 


Rs. Lacs 
(2 — 2 ) 

8 

5 

1 


Rs. Lacs 
0 



Less: Cash outflow: 

Acquisition of fixed assets 
Payment of income tax 
Refund of public deposits 
Increase in current assets (Excl. cash) 




Closing cash & bank balance 


0—4) (3) 


Ufcwtration (HI): (Given two balance sheets 
quired the funds flow statement) 

Summarised Balance Sheets 


and other information, re¬ 
sts at 31.12. 


Share capital 

P|L a[c 

Reserves 

Bank overdraft 

Sundry creditors 

Bills payable 

Provision for taxation 


Goodwill 

Plant & machinery 
Land & building 
Stock 

Sundry debtors 
Sundry advances 
Cash at bank 


19X1 

Rs. 

200,000 

39,690 

50,000 

59,510 

39,500 

33,780 

40,000 


462.480 


112,950 

148,500 

111,040 

85,175 

2,315 

2,500 


462,480 


19X2 

Rs. 

260.000 
41.220 
50,000 

41,135 

11,525 

50,000 


453,880 


20,000 

116,200 

144,250 

97,370 

12,625 

735 

2,700 


4S3.880 
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Additional Information 

(i) During the year 19X2 FF Ltd. acquired the following assets 


of GG Ltd-: Stock 

Rs. 

21,640 

Machinery 

Rs. 

18,360 

Goodwill 

Rs. 

20,000 


Rs. 60,000 


The purchase consideration was discharged by issue of fully paid 


shares. 

Rs. 

(ii) Additional machinery purchases during the year 5,650 

(iii) Interim dividend paid in October, 19X2 26,000 

(iv) Income tax paid during the year 25,000 

(v) Net profit (before tax) as shown by P|L a|c 

for the year 19X2 62,530 


Required: (A) Statement of increase!decrease in working capital 
(B) Statement of sources & application of funds 

(relative to the period 1.1.19X2 to 31.1.19X2). 


(A) Statement of Increasc/Dccrease in Working Capital 

19X1 19X2 


Rs. 

Cash 2,500 

Sundry debtors 85,175 

Sundry advances 2,315 

Stock 111.040 


Current assets 

Less: 

Sundry creditors 39,590 

Bills payable 33,780 

Bank overdraft 59,510 


Current Liabilities 

Working Capital 
Increase in working capital 


Rs. Rs. Rs 

2,700 
72,625 
735 
75,730* 

201,030 151,790 

41,135 

11,525 


132,790 52,660 


68,240 "* 130 

30,890 


,* Rs 97 370 — Rs 21,640 being the Stock acquired. The amount is 
deducted to arrive at the normal stock of the business reflected m work¬ 
ing capital). 
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Before the second statement can be prepared some further workings are 


to be made as follows: 




Plant & machinery 

Rs. 

Land & building 

Rs. 

Closing balance 

1,16,200 

Opening balance 

1,48,500 

Less: 


Closing balance 

1,44,250 

Machinery taken 
over 18,360 


Depreciation charged 

4,250 

Machinery 

purchased 5,650 

24.010 


% 


92,190 



Opening balance 

1,12,950 



Depreciation charged 

20,760 



Total depreciation debited 
Rs 20,760 + 4,250 

to P|L 
= Rs 

• 

a|c for the year 19X2: 
25,010 



Adjusted Operating Income (for Funds Flow purpose) 
P|L a|c: Closing balance 
Add: (i) Non-cash debits : 

Depreciation 25,010 

Provision for tax (addl.) 10,000 

(ii) Appropriates: 

Dividends 
Tax 

Less: P|L a|c: Opening balance 

Adjusted operating income 

. . • 

J . 

n ■ ■ ; 

<>n ir 

•1 ' ! ..i • 


1,27,230 

39,690 

87,540 


26,000 

25,000 51,000 


41,220 


35,010 
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(B) Statement of Sources & Application of Funds 



Sources of funds 


Uses of funds 




Rs. 



Rs. 

Issue of 

shares 

60,000 

Assets taken over: 
Machinery 

18,360 





Goodwill 

20,000 





Stock 

21,640 

60,000 

Adjusted 

operating 


- 



income 


87,540 

Purchase & machinery 

5,650 




Payment of tax 


25,000 




Payment of dividends 

26,000 




Increase in working 






capital (as per 
statement A) 


30,890 



147,540 



147,540 








Notes & Explanations: 


(i) The adjustment in stock shown under Statement A is not cum- 
pulsory. If it were not done (and stock were taken at Rs. 97,370) 
then the increase in working capital would have been Rs. 52,530 
and this figure would have appeared in Statement B. 

(ii) The illustration has been worked out under an assumption that 
provision for tax is not a current liability. This is also not man¬ 
datory. If this item be treated as current liability then the amount 
of Rs 10,000 should not be added back in arriving at operating 
income, which will then be Rs. 77,540. Increase in working capital 
on the other hand would be Rs. 20,890 (instead of Rs. 30,890). 
Thus Statement B will still agree (Rs. 10,000 being reduced in 
either side). 

(iii) Opinions differ as to the treatment of issue of shares for con¬ 
sideration other than cash (as in the present illustration) in funds 
flow statement. Some like to exclude the item from the sources 
& application of funds statement. If this treatment is accepted, 
our Statement B will exclude the first item in sources side and 
also the corresponding first group of items in application side. 

- - The revised total of the Statement would be Rs. 87,540 in either 

side. 

It may however be mentioned that the treatment we have shown 
is, strictly speaking, the correct one. Admittedly there is no 
movement of cash in issue of shares against the assets taken ovej. 
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But movement of funds does not necessarily presuppose move¬ 
ment of cash. Moreover, the company might have issued the same 
shares against cash to the public and with the proceeds thereof, 
could have acquired the same assets from the same company. The 
s.tuahon does not alter for the purpose of funds flow statement 
only because of the fact that the subscribers to shares and vendors 
of assets happen to be one and the same company. 


Illustration (iv): (Given one balance 
statement—required the other balance 

(A) Summarised Balance Sheet of B. 


Paid up share capital 
(1,00,000 eq. shares 
of Rs. 10|- each) 
Profit and loss a|c. 
Current liabilities: 
Proposed 

dividend 70,000 

Sundry 

creditors 6,74,000 


Rs. 


10 , 00,000 

5,56,000 


7,44,000 

23,00.000 


sheet and the relevant funds flow 
sheet) 

S. Ltd., as at 31st March 19X8 

IT' J ^ S ' 

Fixed assets: 

Free-hold property 3,73.000 

Plant & Machi¬ 
nery cost 9,04,000 

Less: Depre¬ 
ciation 2,96,000 6,08,000 


Preliminary expenses 
Current assets 


24,000 
12,95,000 

23,00,000 


1 V 
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Add: P|L a|c Balance—Opening 5,56,000 

■ V\L ajc balance—Closing ' 7,58,000 


Summarised Balance Sheet of B. S. Ltd., as at 31-3-19X9 
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Note: The net proceeds from 7 per cent debentures issue is Rs 240,000 — 12,000 = Rs. 2,28,000 as shown in Funds 
Flow Statement. 



Chapter 8 


BASIC COST CONCEPTS 

I. Elements of Cost and Costing; 2. Methods of Costing; 

3. Techniques of Costing; 4. Marginal Costing; 5. Stan¬ 
dard Costing; 6. Budgetary Control. 

1. Elements of Cost and Costing 

The pen I am writing with cost me say. Rs. 100. Let us go 
deep into the history of its production and sale to see how it 
comes to sell at Rs. 100. 


Direct materials: 

Direct labour: 

Directly chargeable expenses: 

(A) Prime Cost: 

Add: Factory (or works) overheads: 

(B) Factory (or Works) Cost: 

Add: Office and administrative overheads: 

iQ Total Cost: 

Add: Selling and distribution overheads: 

(D) Cost of Sales: 

Add: Profit (20 per cent on sales=25 per cent 


Cost per pen 
Rs. 

30- 

20 

5 


55 

15 


70 

7 


77 

3 


80 

on cost): 20 


100 


that th , CrC are no °P enin g and closing stocks, arid 

thf * U J e i faC f 0ry produ J cod and soW 1000 such ^ in the month M. 
e total sales proceeds for the month would be Rs. 1,00 000 and 

£ Would * Rs 1.00,000 Rs. 80.000 (to«££)*£ 

the easily 
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PROFIT 20 


• 




ELLING 8 DISTRIBUTION OVERHFADR 3 




| OFFICE OVERHEADS 7 






WORKS OVERHEADS 15 





DIRECT EXPENSES 5 
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A B C & D represent the main elements of cost. 

In the following month, suppose the company gets an order 
for 20,000 pens under staggered delivery with slightly different 
specification and we are to quote a price for it. Technical esti¬ 
mates disclose that due to the differences in quality, the prime 
cost would be as follows. 


Cost per pen 


Rs. 

Direct materials 26 

Direct labour 16 

Direct expenses 6 


Prime Cost: 48 


The different overheads, however, have to be based on last 
month’s figures. The usual bases are: 

Factory overheads as a percentage on direct labour, which is 
75 per cent here. 

Office and administrative overheads as a percentage on factory 
_ cost, which is here 10 per cent. 

Selling and distribution overheads as a percentage on sales, 
3 per cent (but estimated to be say, Rs. 6 per unit for the order). 
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Taking these as our guide and assuming that the company 
would be happy with the profit of only 10 per cent on sales (1/9 
on cost) because of various considerations (e.g. it is a bulk order, 
the company’s capacity utilisation would be optimum, there is a 
possibility of such order being repeated in future and so on), 
our tender price would be estimated as follows: 

Cost per pen 
Rs. 


Prime /Cost 48 

Add: Factory overheads (75 per cent on Direct Labour) 12 

Factory Cost 60 

Add: Office and administrative overheads 

(10 per cent on Factory Cost) C 

Total Cost 66 

Add: Selling and distribution overheads 6 


72 
8 

Tender Price _ 80 

The company will thus be quoting Rs. 80 X 20,000 = Rs. 16 
lakhs for the order. This is, however, a very crude method of 
price estimation. Refined techniques will be illustrated in due 
course. 

We may now discuss the meaning and implications of the 
different elements of cost and their chief components. 

Direct material cost: Material cost which can be allocated or 
directly charged to products or cost centres. 

Direct wages: Wages which can be allocated or directly 
charged to products or cost centres. 

• Direct expenses: Expenses which can be allocated or directly 
charged to products or cost centres. 

Overheads: The aggregate of indirect material cost, indirect 
labour cost and indirect expenses (which cannot be directly 
charged to products as direct costs). 

Indirect material cost (or wages or expenses): Material cost 
(or wages or expenses) which cannot be allocated, but which can 
be apportioned to or absorbed by cost centres or cost units. 

The distinction between allocation and apportionment of cost 
lies in the fact that while allocation means allotment of whole 
items of cost, apportionment means allotment of proportions of 
items of cost (to products, cost centres or cost units). 


Cost of Sales 

Add: Profit (10 per cent on Sales) 
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Selling cost: The cost incurred in promoting sales and retain* 
ing existing custom. This includes marketing and advertising 
expenses besides those on direct selling. 

Distribution cost: The cost ,of the entire process which begins 
with making the packed product available for despatch and ends 
either with making the reconditioned returned empty package 
available for re-use (where there is such a system) or with the 
goods finally reaching the ultimate consumers (in other cases). 

The term cost centre has been used above. Cost centre means 
any section or activity-unit centring around which costs are 
ascertained and collected. A cost centre may be a product, a 
group of products, a machine, a group of machines, a depart¬ 
ment or even a division. 

Each of the broad elements of cost—material, labour and ex¬ 
penses- is divided into two groups, direct and indirect. While 
the . direct part in these constitute prime cost, the indirect 
portions form overheads. Sometimes indirect costs or overheads 
are misunderstood — they are supposed to be extraneous to the 
mainstream of operation. But this is not correct. Indirect cost 
or costs are incurred not directly because of the job .or product 
but because of the set-up or establishment. Indirect costs are 
therefore as complete, genuine and full costs as the direct ones 
but these are to be distributed or apportioned in as equitable a 
manner as possible among the various jobs or products. Some¬ 
times it may be difficult to segregate with any degree of precision 
direct costs from the total or indirect costs. In such border 
line cases segregation is attempted on the principles of con¬ 
venience. expediency and ‘cost of casting’. But as a general rule 
it may be Stated that it would be wise to charge as much of 
the cost direct as possible. This will ensure accurate and reliable 
cost finding 

Let us now discuss briefly some major aspects involved in two 
important elements of costs viz.. Material and Overheads. 

Material 

Materials constitute by far the most important element of 
cost representing about 40 per cent to 90 per cent (average 50 
per cent to 60 per cent) of total cost. The proportion of material 
cost to total cost varies inversely with the degree of processing 
or manufacturing depth. In more sophisticated production, 
material cost may be relatively less, say, 40 per cent to 50 per 
cent of the total cost. But in, say, simple assembly type of 
manufactures, with not much manufacturing depth, material cost 
may be as high as 90 per cent of the total cost. The prepon¬ 
derance of material cost over total cost would always be there 
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irrespective of the degree of sophistication in manufacture or 
processing. Hence the importance of material cost from the 
cost accountants’ point of view. 

From costing point of view four important areas or aspects 
related to materials have to be studied. These fcire: materials 
purchase, stores routine and control, raw materials inventory 
i°““ o1 \ nd accounting aspects related to materials. We will 
mention here something about the accounting aspects involved. 

Stores ledger (usually maintained under loose leaf system ) keens 
complete accounting record of each item of material with details 
“ 1 °P enin f balance, receipts, issues and closing balance. The 

oi^deLrtmeV S tH i? baS,S ? f char e in S issues of materials to jobs 

2^ < l3S? n a ntS *^ For re ^ eipls ' there no Problem since they 
arc pncgd according to the respective purchase rates. But issue 

values of closing stock and consequently opening 

LS k of'S, thC "f Xt + also - and most important of all, the 

Sf haL of Pr n ■ ° r JOb ltse,f - There is a num ber of methods 
or bases of charging out material issues. But the bases which 

axe more commonly adopted are LIFO (Last in First Ou7) FIFO 
rwvf- 111 First r>’ We ‘gbted Average and Standard Price In 

hS to n L U Sven^ C f°T? t 35,5 ° f , charging issues > consideration 
nas to be given to such factors as the nature of materials nature 

of markets (inflationary, deflationary, erratic or stable) ’ impact 

CO Ultimate cost, impact on inventory valuation and lastly ? the 

cost of costing vis-a-vis the benefits from greater precision. y 

Overheads 

Overhead is defined as the aggregate of indirect material* in 

Functional iSaJSSh ne^a^for: "" 8 ““ djstributi ™. 

® "S'of an em:^i s d e“ Sb ° f ^ctiona, 

(U) St 1 v°a f ne d rme th r: rc ° f dM- 

* overheads 

““ direct expenses. 
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amenable to such element-wise classification. This is necessary 
for item-wise control of costs and expenses entering into over¬ 
heads. 

Behavioural classification: Based on a study of the behaviour 
of costs, overheads may be classified as fixed, variable and semi¬ 
fixed (or semi-variable). Such classification 

(i) helps accounting and control of overhead costs under 
changing volumes and activity levels; 

(ii) facilitates the preparation of flexible budgets; and 

(iii) forms the bedrock of marginal costing techniques 


Incidence-wise classification: Overheads may be direct (or re- 
latable or departmental) and indirect (or general or apportionable) 
depending on the incidence of their incurrence and the con¬ 
venience of relating them to individual departments or cost cen¬ 
tres. This classification is helpful in more precise cost-finding and 
better cost control. 

Overheads can also be classified as controllable overheads and 
r.on-controllable overheads. Again, based on the nature of over¬ 
heads, sometimes a distinction is made between normal over¬ 
heads and abnormal overheads. 


In case of all overheads (especially, manufacturing) there must 
be some predetermined rates or basis for charging such overheads 
to products or processes. In other words, a product or job 
absorbs a part of overheads in being produced, through some 
predetermined overheads recovery rates. 

The Predetermined rates may be based on units (i.e., over¬ 
heads per unit of product), as percentages (say, manufacturing 
overheads as percentage of direct labour, office and administra¬ 
tive overheads as percentage of works cost, etc.), on machine 
hour rate (i.e., the average of all costs and indirect expenses 
in connection with the running of a machine or machine centre 
for one hour) or on labour hour rate (i.e., the average of all in¬ 


direct expenses per direct labour hour). 

Since recovery of overheads is on the basis of predetermined 
rates, there may be some .difference at the end of a period bet¬ 
ween the overheads absorbed and the overheads incurred, l 
absorption is more than what is incurred, it is a case of over¬ 
absorption- -a favourable sign. Reverse is uruIer ? bs0 , rpU0 "‘^ 
unfavourable sign. These phenomena of over and under absorp¬ 
tion are also more pertinent to manufacturing overheads. 

Let us now come to service department concepts. A factory 
is not just production departments only there n;ay . . 
number of service departments which do not P rod , uc f il , an ^ ? 
but without which production would come to a stand-still, nx 
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pics of such service departments are boiler, canteen, water, main¬ 
tenance, etc. Common sense tells us that all costs—-not only of 
production departments but of all service departments—have to 
be collected or recovered through the jobs or products. 

Initially costs are channelled, divided department-wise, taking 
service departments also as independent departments, through 
what is called an overheads distribution summary. But after this, 
total costs of each service department have to be re-channelled 
to production departments through some suitable criteria. If 
the service departments are direct or non-reciprocati ng this can 
be done through step-ladder system —all service department costs 
will go, one after another, to augment the production depart¬ 
ment costs. But sometimes services may be of reciprocating type 
(e.g two service departments rendering services to each other 
besides to the production department). Apportionment of ser¬ 
vice department costs in such cases may be done by any one 

of the two methods available, viz., repeated distribution method 
and simultaneous equation method 

In all cases of channelisation, division or absorption of over- 

’ °7 ic . e ° f u he r,ght criterion is a must. In choos- 
mg the right criterion there should always be proper balance 

between simplicity and measurability on the one hand and equity 
and fair costing on the other. ^ y 

incurred 7nr overheads: These include all expenses 

<eCT<*SLf h J UI "T a 5 d,rect ™al. accounting, financial, 
rw ' “**/• ^ rsonneI and general office and administration 
Controversy exists as to whether these expenses should te tented 

£ 60i " 8 into ,h “ e “ntevers^ TtX 

be observed that such expenses are as much a part of cost as 

c£t offi7 e ea n e a D T eS - whikt the latter a part of works 
ost, office overhead should form part of total cost The usual 

St Lr rC -° Very ° f S - Uch 008(5 ^^ally for theTurpo^ of c^ 
eshmafion in connection with tender and quotations) k vckZ- 

L W W diSrfh b f? Sed m ° S v tIy on Dast ac{ ual data. ^ 

finrf as a] expenses for stimulation of demand to rSdn £Tstom 

° ““ CUS, ° m ' Sei,ing ihu^ include Celling 

o^ration beginning with making the packed goods TvaUable"^ 

St,W h and endmg el,h . er With the goods finall y reaching the 
ukmtate consumers or-in case of returnable contains “wte£ 

‘-With the reconditioned returned empty Dackair^ 

available for revise. Cost of maintain^distribution cen^es ^d 

ruiiiimg dehvery vans, outward freight; transport and iWr<S£ 
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of goods, and distribution commission are some of the examples 
of distribution overhead expenses. 

Selling and distribution overheads are usually recovered through 
sales either on unit basis or as percentage of sales value. More 
important is, however, the control of such overheads. Compari¬ 
son is a weapon of control. Comparison of present actuals may 
be made with past actuals, budgets, standards or norms. But 
to provide better comparison and also to locate control areas, 
proper janalysis of selling and distribution expenses is a must. 
There are different methods or bases of such analysis. Mention 
may be made of: 


(i) Expense items ^salary, commission, freight, etc.) 

(ii) Expense behaviour (fixed, variable, semi-variable). 

(iii) Functions (direct selling, advertising, marketing and 
transportation). 

(iv) Geographical location ((area, region, territory or zone) 

(v) Productwise or product-groupwise. 

(vi) Salesmen. 

(vii) Channels of distribution (consumers, retailers, whole¬ 
salers) 

(viii) Nature of sales (e.g. inland and export; cash and credit, 
etc.) 

(ix) Types of customers (e.g. government, trade, institutions) 


Each such method has its own advantages But for the pur¬ 
pose of cost control through comparison, one or a few of such 
methods only have to be chosen, regard being had to the situa¬ 
tion and the nature of control in view. Under mechanised 
accounting systems, analysis of sales and selling and distribution 

expenses are immensely facilitated. 

Before we 'conclude the discussion on overheads, let us examine 
some observations which have got a direct bearing on this topic. 


(i) “While manufacturing overheads are part of cost, selling 
overheads are the result of policy”— This statement is 
partially true. To a great extent manufacturing overheads 
are part and parcel of cost but the existence of policy 
element in this area cannot be completely rul^ out. 
Factory rent, factory management expenses, for examp. 
are ve^ often the result of top managemen pohov ftoug. 

eventually these become part of cost, n ° dou . bt ' i sin £ 
selling overheads are broadly the result of P?''^ sin “ 
such factors as the onening of branch® rate of sales and 

distribution commission mode of ’ But '’there 

more often the policy decision of a company- t th 
are items of expenses in this area which are not so muen 
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the result of policy as a part of cost. Examples are 
salesmen’s base compensation, variable cost of distribution 
(e.g. freight, insurance, etc.), travel and related expenses in 
connection with sales, and so on. 

(ii) “Behaviour of overheads under changing volumes of pro¬ 
duction and sales is of greater importance to management 
than its allocation and apportionment”—Probably nothing 
else in costing can be nearer to truth than such a state¬ 
ment. Proper allocation and apportionment of overheads 
with suitable bases are a must for proper ascertainment 
of cost. But this is the job of the cost accountant. 
Management would neither interfere nor be interested in 
such allocation and apportionment. What is of real help 
to management—in their decision-making and control func¬ 
tions—is a proper study of the behaviour of costs. The 
results of such study would highlight the fixed, variable 
and semi-variable items under different assumptions, condi¬ 
tions and activity levels. Management can always put to 
use such results to arrive at important decisions affecting 
the performance and efficiency of an enterprise. 

2. Methods of costing 

The type of output and nature of production vary from indus¬ 
try to industry. Accordingly, different procedures are necessary 
for arriving at the cost (specially, manufacturing cost) of a 
product or job, though the basic principles of fair costing under¬ 
lying all such procedures remain unchanged. Different proce¬ 
dures have thus resulted in different ‘methods of costing’ appli¬ 
cable to different industries. The method of costing applica¬ 
ble to a job order type of business would be significantly diffe¬ 
rent from that followed in, say, a pharmaceutical company. 

Job costing and process costing are the two basic methods of 
costing. The emphasis of the former is on the ‘product’ but that 
of the latter is on the ‘period’ first, and then the product. 

Job costing method is applicable to job order type of business, 
both in respect of tailor-made jobs against specifications and 
standard jobs made for stock. Materials, labour and directly 
allocable expenses are separately ascertained for each job (against 
order or of standard type). And overheads are apportioned to 
the'job based on some predetermined recovery rates. The basis 
of such rates may be percentage (past actuals), labour hour rates 
or machine hour rates. 

Process costing is a method of arriving at the cost of conver¬ 
sion of raw-materials into finished products in a production sys¬ 
tem where more than one operation or process is involved and 
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where usually the finished product of one process becomes the 
raw-material for the subsequent one till the finished product is 
ready. Under the process costing method, cost of operating each 
process or operation is worked out separately for each period with 
the ultimate object of arriving at the average total cost per unit 
of product. 

Following is a list of more important methods of costing: 


Methods 


Examples of 




A pplication 

(1) Job costing 

(i) 

Batch costing 

Toy, garments, biscuit 


(ii) 

Contract costing 

manufacturing 
Erection of bridges, 
buildings, etc. 

(2) Process 

0) 

Output or unit 

Collieries, paper mills. 

costing 


costing 

breweries, etc. 


(ii) 

Departmental 

costing 

Costing of operating 
a department or cost 



centre 


(iii) 

Operation cost¬ 

Cost of each opera¬ 



ing 

tion at each stage of 
production or pro¬ 




cess. 


(iv) 

Operating cost¬ 
ing 

Transport, canteen, 
hospital (i.e. all service 
functions) 

(3) Multiple or 



Pharmaceuticals, en¬ 

composite 
costing 
(combina¬ 
tion of 1 A 
2) 



gines, motor cars, etc. 

(4) Farm cost¬ 



Agriculture, poultry. 

ing 



etc. 


3. Techniques of Costing 

There are a number of techiques of costing the scope and 
application of which, unlike that of the methods of costing, is very 
wide — not bound by the limitations of technicalities of different 
industries. These techniques aim not so much at cost-finding as 
at cost control and for that matter, generation of decision-based 

cost data. 
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These and other allied techniques can generally be applied to 
achieve different objectives, irrespective of the nature of the 
industry and the particular method of costing in vogue. 

4. Marginal Costing 

Marginal costing is the technique of segregating fixed and 
variable costs and thereafter arriving at the cost (i.e. marginal 
cost) which would vary in proportion to the volume of production 
or sales. Direct cost, variable cost, etc. are the aliases of marginal 
cost- Total costing or absorption costing is the opposite of 
marginal costing. 

'Marginal cost may be defined from three different angles, viz.. 
the economist's definition : change in the aggregate cost due to 
increase or decrease in one unit of production; the Mathemati¬ 
cian’s definition: first derivate of the total cost function; the 
accountant’s definition : prime cost plus variable overheads. How¬ 
ever, there is no inherent logical contradiction between these 
three definitions. These are only three different ways of stating the 
same thing. 

Fixed costs are costs which tend to be unaffected by variations 
in the volume of output. The important words here are ‘tend to 
be unaffected’ that is, fixed cost does not necessarily remain fixed 
for good. But it is assumed to be so under certain set of circum¬ 
stances and within a particular range of productive activities and 
given a particular period. 

Variable costs are those which tend to vary directly in relation 
to the volume of output. Usually direct materials, direct labour, 
directly chargeable expenses and a part of the overheads consti¬ 
tute the total variable cost per unit. It is interesting to note 
here that, judged from the angle of a unit of product, fixed costs 
are the only variable costs and variable costs are the costs that 
remain fixed! This is because fixed costs are fixed in quantum 
but variable costs are fixed in rate. 

There are two more categories of costs, viz., semi-fixed and 
semi-variable costs. Semi-fixed costs increases in steps—upto a 
certain extent they remain fixed; then they increase to a certain 
extent; thereafter they remain fixed at that level and so on. 
Examples are supervision, depreciation on shift operations, etc. 
Semi-variable costs are those that vary but not in proportion to 
production or sales—the variation may be at a lower rate or 
at a higher rate. Examples of such costs are power, telephone 
and telex charges, etc. These semi-fixed and semi-variable costs 
should be subsequently segregated into fixed and variable elements, 
taking into account the degree of fixity or variability of such 
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costs, so that ultimately we are left with only two categories 
of costs, viz., -fixed costs and variable costs. 

Contribution is the difference between sales value and marginal 

°l Sa eS < - , ; e - t0taJ variabIe cost). This is called contribu¬ 
tion, because it represents the amount contributed towards fixed 

cost and profit Thus profit is arrived at after deducting fixed 
cost from contribution. ° 


Symbolically. C = SV 
(C = Contribution. SV 
MC = marginal cost) 
or C + MC = SV 


MC 

sales value and 


Alternatively: 

C = P-\-F (where P 
or C — P = F 
or C — F = p 


— Profit. F = fixed cost) 


U L" OW come . to lhe Problem of determination of marginal 

S coJ hl % e T n i? ,Iy hoUs d ° Wn t0 that of segregating^ the 
total costs into fixed and variable costs. Once all variable costs 

co^seg^gated the total of all such costs would be the marginal 

therebv^f^w° US meth ° ds , of segregating variable costs md 
tnereby determining marginal costs are as follows: 

(1) analysis ° f ,he behaviour of expenses based on 

m In, It- f ° f - ac Ua ex P enses vis-a-vis activity levels; 

( ) J^ ihgent “bmates of high and low point through a 
comparison of periods (a rough and ready approach) 

(3) Regression line-equation method (a more precise approach): 

(a) Straight line (Y = mx + c ) 

(b) Quadratic form (Y = ax2 + bx + c) 

Having explained the basic concepts of marginal costing 

tical ^bSld y S ° mC illustralions - Consider first the hypothe- 
Z ZinZ at the ^ e6inning ot ,his Chapter. Site 

and sold n ^ n0d ° ne Iakh were Produced 

SSe a profit of Rs® 20 takh “? Z ,he *>al 

Sr ^"if th C e OS Lo S r ad °^ ed ' here iS ,0 ' al C ° Stmg ZabZp- 

UP. the pos^ r,d V r“ e f 0 ^s tenS hyP ° ,hetiCaIly b ™ kJ 


142 


MARKETING FINANCE AND COST 

Cost per unit 



Rs. 

Direct materials 

30 

Direct labour 

20 

Direct expenses 

5 

Prime Cost 

55 

(fully variable) 



Add Variable overheads: 
Factory 

Office & admn. 

Selling and distribution 

Marginal cost of sales 

Selling price 

'Contribution' 


Total contribution on 1 lakh units 
Fixed cost 
Total profit 


100 


Rs. in lacs 
40 
20 
20 


The result, i.e., the net profit, is the same here. But it must 
be noted that the result might differ under the two techniques 
if we assume some opening and closing stocks.. However, under 
the assumption of production equal to sales, if in the next period 
the firm produces and sells 1.20 lacs units, the profit for this 
period can be easily arrived at under marginal costing technique 

as follows: 


Total contribution on 1.20 lacs units 
Less: Total fixed cost 

Total profit 


Rs. in lakhs 
48 
20 


The result cannot be arrived at so quickly and a^uratelv under 
the absorption costing method, since we have t° i reapportion th 
total costs among a larger number of units. i.e. 11.20 . 

The illustration given above is under one ^ uc .tJ^ m P , 

A auestion may arise as to how profit will be arrived 

marginal costing in a multi-product situation. The J^uctT do 
of marginal costing technique strongly maintain that products do 
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A 

2 

25 

50 


130 

75 

55 


not earn profits what they offer is only contribution. Fixed 
costs are not directly related to the products—they are only the 
period' costs, and should be related to the business as such. But 
the total fixed cost of the business has to be deducted from the 
total contribution earned by all the products and the result will 
be the total profit of the business. Marginal costing teclmique, 
precludes any apportionment of fixed costs among pro- 
?“ cts costs . a . s the period costs of the business are considered 

S ™ y m ? T ° ms 0f the bu siness. Let us assume 

that company C Ltd. deals in three products, S, E and A. The 
hypothetical profit build-up would be as follows: 

Month: M 
S E 

Units sold (Lacs) 1 2 

Contribution per unit (Rs.) 40 20 

-Total contribution (Rs. lacs) 40 40 

Contribution f und’ of the business (Rs. lacs) 
iotal fixed cost of the business (Rs. lacs) 

Total profit of the business (Rs. lacs) 55 

the^product^'h” 1 ' 0 " fU " d ' “ ,he tOUiI con,ributi °n earned by all 

” sxrzff ss 

on the sound logic of treating the fixed expenses of , 

(ii) For 1 iI? S t- Separal 2 ,y 3S period cost and not product cost 
{u) Forecasting profit or loss under varying activity levels an H 

under varying alternatives is facilitated 5 y ^ 

{m) Profit planning, both short-term and long-term is almost 

impossible without .he use of marginal citing' * 

(IV) Pricing decisions, specially in case of standardl|roducts are 

fvl T™ ? ade m , UCh CaS,er Whh the use of this technique ’ 

(V) ?l Ve ° 0ry va,uabon based on marginal costs prevent shift- 

*ng of one year’s fixed expenses to another as is done 
under total costing approach * “ K done 

(w) Many and varied decision-making problems in business 

i^dtla successfully with the help of marginal 

% 

^t m q ue 0£ are- “ d aUe > ed <* “«ginal costing 
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(/) Marginal costing is essentially a short-term concept and. 
therefore, long-term decisions based on this concept may 
be erroneous. 

(//) Segregation of costs into fixed and variable, which is the 
first basic step in this technique, may not be easy in real- 
life business situations. And any broad approximations 
in this area would lead to inaccurate marginal cost data 
and hence wrong decisions at times. 

(iii) Inventory valuation based on marginal cost, although ap¬ 
pearing logical, creates problems due to the fact that 
conventional accounting and audit practices are based on 
total cost valuation of inventory. Any changeover from 
the age-old convention will not only be resisted but bring 
in some practical problems in accounting and audit, parti¬ 
cularly in the first year of such changeover. 

(/v) It is alleged by some experts that under marginal costing 
technique fixed costs get ignored or are underplayed. The 
author would, however, like to contest this and maintain 
that it is actually the other way round—through segrega¬ 
tion and subsequent presentation of the fixed costs of the 
business in total quantum, marginal costing technique 
attaches more than adequate importance to fixed cost—it 
is far less an underplaying; may be it is overplaying or 
at least, playing at the right pace! However, at times 
situations arise when, during pricing against bulk tenders 
or big made-to-order jobs, adequate consideration is not 
given to the existence of fixed costs or to the fact that 
a part of such fixed costs have to be recovered through 
the proposed price. This is again not a limitation of the 
technique itself, but its improper application in practical 
situations. 


5. Standard Costing 


Standard costing is a set of techniques which involves the 
establishing of standard costs, measurement of variations of 
actual costs from such predetermined standard costs, analysis of 
the reasons for variations and indicating ways to maintain and 
improve efficiency. 

Standard cost is an estimated cost of a product, job or process 


prepared in advance of production following a systematic and 
scientific study of each element of cost. Standard cost is for 
a given period and within an assumed set of working conditions. 
Establishment of standard cost presupposes normal cost of nor¬ 
mal production within normal capacity and under normal condi¬ 


tions and efficiency. 
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The establishment of standard cost of a product requires: 


(/') technical specification as to the quality, type and quantity 
of each item of direct materials; 

(w) estimated prices of all such materials based on current 
prices and anticipated changes during the period in view, 
(iV/) estimates of the direct labour hours in respect of each 
category of labour for the production of one unit or a 
standard batch; 

(jv) standard hourly rates of each category of direct labour; 
(v) estimated overhead recovery rate in respcet of each cost 
centre (preferably analysed as to fixed and variable rates). 


All these are to be prepared for a particular period, within 
a prescribed set of working conditions and, most importantly, 
under the assumption of expected normal efficiency. It is to be 
noted that the fixation of standard cost is more a techno-economic 
(and partly socio-economic) exercise than a pure quantitative 
estimate. Reliable standard costs can be arrived at only through 
the co-ordinated efforts of economists, purchasing people, tech- 
mcal staff and the management accountant. It >'s also to be 
noted that standard costing is much more than mere costing— 
there is a lot of behavioural aspects involved here. In the first 
pface^ there is the problem of presentation of various analysis 
reports highlighting the performance and not the man respon¬ 
sible for it. Very often overstated standard costs are used as 
means to cover inefficiencies and understated ones as ways to find 
fault with others. 


The uses of standard costs are many and varied. Besides 

SSfSS 8 *? 16 J na *J a 8® meil t. in better planning, co-ordination and 
control, the standard costing technique 


CO facilitates Ihe task of actual cost-finding (‘cost of cost 
s™); 11 W ° Uld * mUCh 1655 Under Itandard costSg 

00 en“,i^ t .eveU d ^d neSS am ° nB ^ thc differ ‘ 
" n) “ ^od eS uc.1v n f, y , ° 0,S f ° r meaS “* im P rov °- 


6. Budgetary Control 

estS^'T™ iS thc SCt of techniques which involves the 
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Budgets may be defined as the translation into financial terms 
of the policy and activities planned for a definite period of time 
—completed before such period begins. The act of setting bud¬ 
gets is called Budgeting. 

Some related expressions very often create confusion. To avoid 
this the precise meaning of these expressions are given below: 
Estimate — scientific guess or calculated hunch relating to some 

past, present or future phenomenon. 

Forecast — estimate for the future only. 

Target —an objective goal, usually set high. 

Budget — planned events (while forecast is probable events) 
Basically, a budget embodies a chart—an integrated and well- 
knit plan of action—for a definite period of time to achieve 
some definite objectives. 

Budgets may be classified into different types from different 
viewpoints. For example: 

(A) Functional or sectional: Sales, production cost, plant 

utilisation, capital expenditure, 
selling & distribution cost, 

purchase, personnel, research 
and development and cash 

budgets. 

(B) Consolidation of func- («) Summary budgets and 

tions: (//) Master budget 

(C) Periodicity: (/) Basic budget (or long-range 

planning premises) 

(/'/) Current budget 

(D) Expenses behaviour pat- (/) Fixed budget 

terns: (it) Flexible or multiple budgets 

(E) Emphasis or approach: (/) Production-oriented budgets 

(sellers’ market) 

(//) Market-oriented budgets 
(buyers’ market) 

Usually budgets are built up first on functional basis and then 
the functional budgets are summarised and finally consolidated 
into a master budget which represents nothing but the forecast 
of a profit and loss account and balance sheet. In the process 
of building up the functional or sectional budgets, sales budget 
is generally the starting point, specially in the buyers’ market. 
Sales forecast precedes sales budget. In fact, the latter 'S a 
financial version of the former. However, in a situation of tne 
sellers’ market (or say, when the orders booked are more tnan 
one year’s production capacity), production budget should DC 
the starting point in the budget exercise. 
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Another important consideration in any budget exercise is the 
principal budget factor (also called key factor, limiting factor 
or governing factor). It is defined as the factor the extent of 
whose influence must first be assessed to ensure that the func¬ 
tional budgets are reasonably capable of fulfilment. Limiting 
factor may be in any of the operational areas, viz.. Sales activity 
(demand, sales efficiency, warehouse space), plant capacity 
(machine hour, space, bottlenecks in key process); raw materials 
(shortage, import restrictions); labour (general shortage, shortage 
of skilled labour); management (technical knowhow, efficient and 
effective executives); capital (fixed capital, working capital). 

Key factor may be of an enduring nature oi of a purely tem¬ 
porary nature (i.e., those which may be overcome by suitable 
management actions). But an adequate consideration of the 
magnitude or impact of such factors in existence during the 
budget year is a must in realistic budget-setting. 

Since more often than not sales is the limiting factor, pre¬ 
paration of sales budget is generally the starting point in the 
budgeting exercise. The sales budget may be prepared under the 
various classifications as follows: 

(0 products or product groups. 

(//) areas, regions, or towns. 

(hi) salesmen or distributors. 

(iV) domestic and export, 

(v) types of customers like government, institutions, whole- 
sellers, retailers, etc., 

(v/) periods such as year, quarter, month, week, etc. 

Very often a judicious combination of some or all of the above 
classifications is attempted to obtain the desired results. Sales 
estimate or sales forecast, as indicated earlier, is the basis of 
sales budget. In Chapter I (Basic Marketing Concepts) we have 
mentioned various techniques of sales forecasting. Here is a list 
of the various factors to be considered in arriving at sales estimate 
or sales forecast: 

(/) Analysis of the past sales to understand the trends of 
sales and also forecast the future trends. 

(//) Demand analysis and market analysis to ascertain mar¬ 
ket potential, market growth, the company’s share of 
the market, emergence of competition, competitors’ 
strategy, product design, pricing trends, customers’ 
habits and preferences, etc. 

(nV) Analysis of reports by salesmen as to expected sales: 
first hand and fresh from the field reports. 
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(/V) Examination of general business conditions. 

(v) Examination of special business conditions 

(v/) Production capacity study (or availability study, in case 
of a pure trading concern). 

(v/7) Profitability analysis through sales mix planning to en¬ 
sure that the profit objective is fulfilled by the proposed 
sales forecast. 

We now come to the administration of the Budgetary Control 
System. In order to streamline the system and procedures of 
budgeting and budgetary control, every enterprise should have 
its own budget manual. The manual should contain inter alia: 

(0 The process of finalisation of budgets. 

(if) The system of revision of budgets. 

(iii) The modus operandi of budgetary control system. 

(iv) The responsibility of various departments!executives under 
each of the above. 

The entire system and procedures embodied in the form of a 
budget manual, framed through a participative method and 
finally approved and accepted by top management, can rule out 
chaos and confusion, possibility of over or under delegation and 
also all sorts of leg-pulling and ‘buck passing’ in the area of 
budgetary control. Therefore, for any progressive organisation, 
a budget manual is a must. 

Budget committee is a committee entrusted with the framing 
up of budgets and administration of budgclary control system. 
Usually, the chief executive is the chairman of the committee 
and the secretary (also called the budget officer, budget control¬ 
ler or budget co-ordinator) is the management accountant. 
Departmental heads and executives who represent their respective 
departments and functions, are the other members of the com¬ 
mittee. Usually this committee is a permanent committee—only 
some members may be changed from time to time. 

Budget period is the period for which budgets are prepared 
and employed. One year (the accounting year) is the usual 
budget period of a company for its normal and current opera¬ 
tions. However, the annual budgets may also be broken up 
into short-period budgets (e.g., weekly or monthly budgets) for 
better control. Depending on the nature of the business, a 
budget period could vary from half year to two to three years. 

Budget revision is often undertaken during the year to reduce 
actual difference. This should not be the case since a budget 
will lose its value as a yardstick. Sometimes, however, a bud¬ 
get revision may be necessary due to the following reasons. 
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provided that this will have significant impact on the operative 
performance of the budget period: 

(/) Corrections of major errors which might have crept in 
while preparing the budget. 

(//) Giving effect to extraordinary situations, not envisaged or 
considered at the time of budget formulations (Examples 
of such situations are: price-cuts and/or profit limits im- 1 
posed by the government, important raw-material becom¬ 
ing non-available, an imported material being declared a 
banned item, strained political relations with a country 
affecting imports of materials and/or export of finished 
goods, rapid change in technology leading to changed 
method of production, etc.) 

In the concluding part we will say something about the advan- 
tage and limitations of budgets and budgetary control systems. 
Budgetary control system has been developed long before the 
conceptualisation of the modem management control system It 
is universally acknowledged that budgeting and budgetary con- 
trol help management ensure better planning, co-ordination and 
control However it has been found that budgetary control is 
and simplest control system though not the ideal, nor 
Because of Its inherent simplicity it is indispen* 

• 3 ^ ecessar y device, though not the best one. 

I ne basic shortcomings of budgetary control system are: 


(0 consi derations emphasised at the total expense 

of the long-run ones; ^ 

00 of J sales - expenses and profits forward or back- 

..... ™ ard J n °. rd er to ^ ln Iine the budgets; 

(,w) aim f ed at f more ‘accounting^’ than ‘managerially’. 

^" d " atur ® of control essentially ‘ex-poste’ (through 
feed back ) and not ex-ante* (through ‘feed forward’). 
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MARKETING ARITHMETIC & INDIRECT TAXES 

1. Introduction; 2. Mark-up and Mark-down; 3. Sale on 
Consignment Basis; 4. Interest function and Average due 
Date; 5. Sales under Hire Purchase and Instalment Purchase 
Agreements; 6. Bills of Exchange and Hundies; 7. Indirect 
Taxes; 8. Tax Planning in Respect of Indirect Taxes. 

1. Introduction 

The title of this Chapter and the topics listed above indicate 
what we are going to discuss here. The importance of these 
topics—some pertaining to the nature of marketing arithmetic 
and some to indirect taxes like excise duty and sales tax—can 
hardly be exaggerated. Although these would appear to be re¬ 
latively simple, due to lack of exposure in these areas, market¬ 
ing people often land themselves into confusion and may also 
at times take wrong decisions, adversely affecting profitability. 
Such problems are more evident in cases where a marketing 
man has to take on-the-spot decisions regarding pricing, discount, 
etc., while negotiating with a customer. 

2. Mark-up and Mark-down 

, Usually mark-up is calculated as a percentage either on cost 
price or sale price. The interchange of ratio of profit or mark¬ 
up to sale price and to cost price is of great use. For example, 
if cost is given as Rs. 100 and a mark-up of 10 per cent on sale 
price is intended, the percentage applicable to cost figure would 
be 11 per cent. Accordingly, the following table may be relevant: 


Mark-up percen¬ 

Equivalent mark¬ 

Ratio to be 

tage on sales 

up percentage 

added to cost 


on cost 


10 

11 

1/9 

20 

25 

i 

25 

33* 

* 

33* 

50 

* 

- « • 


Similarly mark-down or discount is usually applied on the basis 
of selling price. The effect of such mark-down on cost figures 
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in terms of percentages would be exactly the same as shown 
above. 

It is interesting to note, therefore, that increasing the price by 
10 per cent and subsequently offering a discount of 10 per cent will 
not lead to the same result since these two percentages do not 
cancel out each other. If, on the other hand, a discount of 
9 per cent is offered after having increased the price by 10 per 
cent, there is practically no impact on profit/loss. 

3. Sale on Consignment Basis 

This relates to sale by agents (consignee) of consignments 
received from the principals (consignor) for a commission on 
account and at the risk of the consignor. The expenses of the 
consignee may be reimbursed by the consignor or met out of the 
commission allowed at a relatively higher rate to the consignee. 
When the consignor sends the goods, he sends a proforma invoice 
giving details about the goods sent. It is not an invoice proper 
as, like a regular invoice, it is not a debit note, since the con¬ 
signee is not the purchaser. Regular invoices are raised only upon 
actual sales. Either on sale or at periodical intervals the con¬ 
signee sends an account sales giving details about the sale pro¬ 
ceeds, expenses, commission due. and stock in hand. 

A proforma invoice is usually at a loaded sale price (that 
means, a mark j up factor further added to the usual sale price) 
or in some cases it is at the usual sale price. At the end of 
every period or accounting year the stocks lying unsold with 
the consignee have to be valued at cost and for that matter all 
profit as well as any load element has to be removed. Suitable 
mark-down percentages have to be applied, as indicated earlier, 
in this regard. This is a must to arrive at the performance and 
profit from time to time as well as at the end of the accounting 
year. Sometimes goods may be sent under sale on approval or 
sale or return basis. The point made here regarding stock ad¬ 
justments will be applicable in such transactions also. 

4. Interest Funcfon and Average due Date 

Interest is a compensation for delayed payment or. in the words 
of Keynes, a reward for sacrifice of liquidity preference’. The 
amount of interest is determined by three factors, viz., (a) the 
principal lent or borrowed, (b) period involved, and (c) rate of 
interest applicable. Besides these there is another factor which 
determines whether the interest will be simple or compound. 
It the principal remains the same at the beginning of each period 
or year, simple interest will be applicable. If, on the other hand. 
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the principal at the beginning of each period or year increases 
b> the amount of interest for the previous period* or vear the 

K' n o C n P w^lv C h m?OUnd ,nterest a PP lies - Compounding can again 
^ baS I^ ° F ?ay ’ quarterly, monthly or even daily blsis. 

Axerage due date is an equated date of payment of several 

sum U toml d of ° n .^ ,fferent dates in such a manner that, if the 
hTJ L al1 the r amo unts are paid on that date, neither the 
debtor nor the creditor will lose in interest. The principle of 

calculation of average due date is quite simple. Let us take 
an illustration. Various amounts against three bills are due 
trom the same customer on different dates say, Rs. 5000 on 
3rd July, Rs. 8000 on 2nd August and Rs. 10,000 on 17th 
September. Considering 3rd July as the starting date the follow¬ 
ing tables may be prepared. 


Due Date 

Amounts 

Number of 

Product 


Rs. 

days from 3\7 

(o x on 


(0 

on 

Oil) 

3rd July 

5000 

0 

0 

2nd August 

8000 

30 

2,40,000 

11 th Sept. 

10000 

70 

7,00,000 


23000 


9,40,000 


9,40,000 

Number of days =-- 41 days (approximately). 

23,000 

The 41 days calculated from 3rd July will give an average due 
date falling on 13th August. 

5. Sale under Hire Purchase and Instalment Purchase 
Agreements 

. Both these types of sales are of the same nature in the sense 
that payments are made by instalments. But there is a basic 
difference from the legal point of view. Under hire purchase, sale 
is complete only when the last payment is made whereas under 
instalment purchase sale is complete with the first payment. This 
leads to some difference in the title or ownership of the goods 
under the two systems during the pendency of instalment pay¬ 
ments. This in turn affects closing stocks as well as their valua¬ 
tion. 

Another important factor to note in this type of transaction 
is interest. When payments are made annually or half-yearly 
over several years, compound law and annuity principles apply to 
hire purchase and instalment payment systems. However, some- 
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times simple interest may also be applicable, particularly when 
the period of payment is less than a year. For the purpose of 
fair and proper accounting the interest received and receivable 
against such sales has to be segregated and shown separately as 
interest income and not as a part of sale proceeds. 

One of the important problems in such sales transactions is to 
arrive at the right amount of instalment for annuity taking into 
consideration the repayment of principal and interest, both at 
the right rate and for the right period. 

6. Bills of Exchange and Hundics 

There are various types of instruments of payment. Cash, 
cheques, dividend warrant, etc., are means of immediate settle¬ 
ment of claims. Some negotiable instruments such as bills of 
exchange, promissory notes and hurtdies are instruments of defer¬ 
red payment. 

A Bill of exchange is an unconditional order in writing to pay 
a certain amount to or to the order of a certain person or to 
bearer on demand or on a fixed or future determinable date 
A promissory note, on the other hand, is an unconditional 
promise in writing to pay a certain amount to or to the order 
of a certain person or to bearer on demand or on a fixed or 
future determinable date. A bank draft is a cheque drawn by 
one bank office on another to pay the specified sum on demand. 
A cheque is a bill of exchange drawn on a banker and payable 
on demand. Although cheques and bank drafts belong to the 
family of bill of exchange, they are not instruments of deferred 
payment Time element is involved only in three instruments, 
i.e., bill of exchange, promissory note and hundi. Because of 
mis, suitable interest amount has to be calculated in advance 
and added to the actual amount due to arrive at the face value 
of these instruments. 


7. Indirect Taxes 

From the marketing point of view, two indirect taxes, viz. 
sales tax and excise duty, are significant. Sales tax is again of 

-rT£ S**' ^ ,Z ' J C f ntra J saIes tax and state sales tax. Even in 
° f exci . se dut y> there are some products which are subject 
ex ,? ,se “ addition to central excis e duty. This is appli¬ 
cable to all excisable goods as specified in the First Schedule of 
the Central Excise and Salt Act. 

*J ale ? u 1ax is an ^direct tax recovered ultimately by the seller 
*qm the purchaser. Sale price is the basis on whith the tax is 
^harged. Every dealer shall be liable to pay tax under the Cep- 
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tral Sales Tax Act on all sales effected by him in the course of 
inter-state trade or commerce during any year. The dealer shall 
make an application under this Act to such authority in the 
appropriate state as specified by the central government irres¬ 
pective of whether he is liable to pay sales tax or exempted 
therefrom. The dealer will be issued a Certificate of Registra¬ 
tion by the appropriate authority in each appropriate state. 

The rates of central sales tax vary from item to item and are 
changed from time to time usually with the passing of the Annual 
Finance Bill. At present such rate on most of the items is 5 


per cent. 

State governments are also authorised to impose sales tax on 
certain items prescribed by the central government. The rates 
are announced and changed usually through the annual state 
budgets. If a registered dealer purchases any article which is 
directly to be used in manufacturing (and not for resale as such), 
he can issue necessary forms fe.g.. Form 15 in Maharashtra) to 
get either complete or partial reduction in state sales tax. Tn 
case of central sales tax. Form C is issued under similar condi¬ 
tions to get similar benefits. If the purchaser is a government 
partv he has to issue Form D (instead of Form C) to get similar 
relief. 

Fxcise duty is levied on excisable- goods at different rates 
notified bv the central government from time to time, usually in 
the Finance Act every vear. Different tariff values may be fixed 
for different classes or descriptions of the same article. article 
attracts the duty at a rate depending on its \alue. that is, on an 
‘ad valorem’ basis. Such value should be usually based on the 
wholesale cash price of the article. If such price is not ascer¬ 
tainable. the price at which an identical article is sold or is 
capable of being sold, should be taken as the basis for valua¬ 
tion. The different rates of duty are given in the First Schedule 
against each description of goods. There are broadly two methods 
of collection of excise duty, viz., self removal procedure (S.R.P) 


and cash payment on each despatch. 

Tn special cases or under circumstances of an exceptional nature 
the central government may exempt the payment of duty on any 
excisable goods. Duties or charges short-levied or erroneously 
refunded may be recovered on written demand in the proper 
manner made within three months from the date on which the 
duty or charge was paid or adjusted. The central government may 
from time to time grant rebate on duty paid on excisable goods, 
if exported outside India, to such extent, and subiect to such 

conditions as may be specified. 

Excise duty is always to be considered as a part of 1™*- *™ 
no discount can be allowed thereon. The following table shows 
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how price is finally arrived at after discount considering the 
impact of both sales tax and excise duty. 


No 

Discount 

JO per cent Discount 


Rs. 

Rs. 

Price of a fan 

300 

270 

Excise duty @ 10 per cent 

30 

30 

Price with E.D. 

330 

300 

Sales tax, say @ 5 per cent 
(on price with E.D.) 

16.50 

15 

Net price (to consumer) 

346.50 

315 

• 


(Price difference 

Rs. 31.50 which is 

10 per cent neither on 
Rs. 346.50 nor on 

Rs. 330) 


It is also to be noted in this connection that the net selling 
price for the company concerned should be arrived at after de¬ 
ducting excise duty, sales tax as well as discount, if any. In 
the above example the net selling price remains Rs. 300 when 
no discount is offered and Rs. 270 when 10 percent is allowed. 

8. Tax Planning in Respect of Indirect Taxes 

(A) Tax planning in Sales Tax should primarily concentrate 
on three aspects. 

(i) Thorough compliance with the procedural requirements of 
the governments specially, sales tax registration, issue 
of Form, inclusion of proper items in the Recognition 
Certificate, where applicable, etc. (The law is rather harsh 
in dealing with all non-compliances, and monetary loss 
emanating from any lapse is very often significant!) 

00 Organisation, reorganisation and streamlining the distribu¬ 
tion system for an all-India company keeping in view the 
impact of central sales tax (as for example, saving in 
central sales tax (C.S.T) may be considered as a benefit 
in replacing distributors by a branch in an area. On stock 
transfers to branches there would not be any CS.T. This 
benefit may even be transferred fully or partly to the 
consumers through a reduction in the ultimate price, to 
make the product more competitive). 

(iii) A sound machinery to ensure timely collection of Forms 
‘C’ and ‘D’ from customers could save considerable amount 
of sales tax payable by way of penalty. 



156 


MARKETING FINANCE AND COST 


(B) Excise Duty 

(i) The observations applicable to sales lax in respect of 
compliance with the various procedural requirements hold 
good equally in case of excise duty also. 

(ii) Excise duty is generally exempt for exportable goods. A 
proper system of documentation, right from the production 
of such goods till they are loaded on board the ship, is 
a must so that the benefit can really be made available. 

(iii) Many companies sell a substantial proportion of goods to 
the governments at reduced prices. Since excise duty is 
related to wholesale prices generally, refund of duty paid 
earlier can be claimed on any reduction in the selling price 
on sales made to a government. But to get such refund, 
some planning is necessary for meeting the procedural re¬ 
quirements and putting up the claim within the time-limit. 
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Discussions on planning included in this Section cover both 
long-range strategic planning and short-term operational 
planning, but the focus all the way is on marketing The 
Section starts with long-range planning (Chapter 10) em¬ 
phasising the fact that marketing planning is the forerunner 
of corporate long-range planning. Subsequent two Chapters 
encompass relatively short-term marketing planning, viz., 
marketing budgets and profit planning. The fourth Chapter 
,n . the s u eries (Chapter 13) takes a hard look at product plan¬ 
ning which is an integral part of long-range planning and 
is also closely connected with short-term and medium-range 
planning. Chapter 14, last in the Section, explores the var¬ 
ious considerations involved in planning the marketing or¬ 
ganisation. In all the Chapters of this Section an attempt 
has been made to keep in view the ‘systems approach’, a very 
important ingredient in any modern planning process 







Chapter 10 


LONG-RANGE PLANNING (L.R.P.) 

I. Clearing the ground; 2. Definition and Significance of 

L.R.P.; 3 The Process of L.R.P.; 4. Marketing and L.R.P.; 

5. Corporate and Marketing Objectives; 6. Swot Analysis; 

7. Concluding Observations. 

1» Clearing the Ground 

In these days of grave uncertainties about the future and com¬ 
plexities in operation that beset particularly developing countries 
like India, long-range planning is considered by many as nothing 
but an exercise in futility. But this is not true. Because there 
are uncertainties about the future, long-range planning is all the 
more important today. “Planning deals with what has to be 
done today to be ready for the uncertain tomorrow” (Drucker). 
There would be hardly any need for planning if the future can 
be reasonably foretold. 

The challenge to think systematically about large ambiguous 
questions is inherently daunting, and is one that many business¬ 
men—activists by nature—may be reluctant to take up. But if 
businessmen are to manage events, rather than be managed by 
them, there is no alternative” (W. S. Rukeyser—emphasis added). 
That is why long-range planning puts a greater premium on 
executive skills than any other facet of management. 

Any absence of long-range planning means commitment to a 
policy of drift. Basically, the L.R.P. system demands decisions, 
decisions well in advance for managing future situations. Ac¬ 
cording to Drucker again, it is not the present decisions per se 
but the futurity of all such decisions that should be the primary 
consideration in L.R.P. The executives involved in the L.R.P. 
exercise should have the ability and willingness to take decisions 
and not to be adamant for drift. 

Many a manager complains that he has no time to plan since 
he is always busy putting out fires. He also might believe in 
uie Keynesian saying that in the long run wc are all dead' But 

.T* S - ? IIiot > we ^ so much concerned about our 
present difficulties, that we continuously ignore the permanent 

ones but it is these permanent difficulties that are with us every 

moment of our existence. Particularly, when there is frequent 

ftnd heavy bombardment from the environment, managers ought 
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lo think hard, think through, and think ahead. Inability to do 
this has resulted in the fact that, of the hundred largest com¬ 
panies in the U.S.A. in 1909, only two are in business today. 

2. Definition and significance of L.R.P. 

At the outset we may sort out some semantic problems. The 
expressions corporate planning, business policy, strategic planning 
and long-range planning are very often used interchangeably, as 
if these were synonymous. But they are not. Corporate planning 
has the broadest connotation among all these expressions. It can 
embrace both short-range and long-range planning. However, 
since short-range planning is mostly of operational nature, the 
right emphasis of corporate planning is and should be on planning 
for a longer period, say 3 years, 5 years, 10 years, etc. Further, 
the word ‘corporate’ refers to the organisation as a whole, i.e., 
the system, while operational plans refer to its sub-systems or 
even sub-sub-systems. The focus in corporate planning is there¬ 
fore first on the organisation as a whole and then its sub-units. 

Since corporate planning, with its orientation towards longer- 
range time frame, has a lot to do with regard to the policy as¬ 
pects of an organisation, corporate planning is sometimes equated 
with business policy, and it would not be wrong to do so. 

‘Strategy’ implies a grand design—a package of specific met¬ 
hods—developed to sieze an opportunity or withstand a threat. 
The analogy with military operations is apt. Developing strategy 
requires ideas, creativity and imagination. Tactics on the other 
hand are the methods to meet short-term situations. From this 
it would be evident that corporate planning has effectively to 
deal with strategy formulations. From this perspective it would 
not be inappropriate to use strategic planning as another synonym 
for corporate planning. 

Before we go to indicate what long-range planning (L.R.P.) 
is, let us first understand what it is not. First, L.R.P. is not 
just forecasting. Second, L.R.P. is not even budgeting. Third, 
L.R.P. is not painting a rosy picture of the future of a corpora¬ 
tion based on mere wishes and hopes and gilded expectations! 
Fourth, L.R.P. is not an attempt to eliminate risk. More often 
than not, L.R.P. is mistaken to be any one or a combination of 
these. Consequently, there emerges an annual budget extended 
over the next five or ten years, missing as it does the essence 
and the raison d’etre of the L.R.P. system. 

Various experts have tried to define L.R.P. in various ways. 
We could have quoted a few of these here. But it is preferable, 
to draw up our own definition. L.R.P. is a continuous process 
of presenting the strategic decisions of an enterprise, with the best 
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available knowledge of the future, taking into account, the 
strengths, weaknesses, opportunities and threats in the process 
and finally gearing the organisation to balance the efforts needed 
to implement the decisions. L.R.P. presupposes a set of long- 
range objectives which forms the bed-rock of all such decisions. 
A good L.R.P. system should also have some basis of measuring 
the results vis-a-vis expectations, through an effective'management 
information and control system. 

From our definition above it is possible to analyse and high¬ 
light the dominant features of the L.R.P. system. First, L.R.P. 
is a continuous process. It is not just a systems package or 
procedure manual to be referred to as and when required. Nor 
is it a one-time exercise. Second, it is essentially decision-oriented. 
It should include some decisions, both vital and strategic, of the 
organisation. And as with any important decision, risk is an 
element to be considered and quantified as far as practicable. 
Third, it involves an intellectual analysis to build up in a syste¬ 
matic manner a reservoir of knowledge about the future. Fourth, 
it takes into account the strengths, weaknesses, opportunities, and 
threats concerning the enterprise through a SWOT analysis. Fifth, 
L.R.P. is essentially strategic planning, not operational control 
nor management control, and therefore is the responsibility of 
the corporate management. Sixth, it includes & package of action 
plans, and efforts needed to meet the objectives, and also a 
rational basis of organisational development, to that end. Last 
but not least, a good L.R.P. should have a built-in control system 
to monitor the implementation of the plan and provide an effec¬ 
tive mechanism through feedback information so that adverse 
deviations could be controlled or corrected. 

3. The Process of Long-Range Planning 

The process involved in any systematic, organised, strategic 
planning, which the L.R.P. is, starts with defining the corporate 
philosophy and values on the one hand and understanding the 
business we are in on the other. Obviously these have to be 
qualitative in nature. From this emanates the corporate objective 
or mission which is again of qualitative nature, with of course 
well-developed logic. The next step is to arrive at a set of 
targets. This in turn leads to a set of forecasts. This can be 
called Forecast-!. Unfortunately, corporate planning of many 
companies stops here. But there are many more steps to be 
taken in the process of development of the L.RP. The targets 
once fixed provide only some intentions or aspirations. Some 
intellectual analysis is required to critically review how far the 
targets are realistic and attainable. Two important aspects are 
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to be considered at this stage, viz., organisational and environ¬ 
mental. The organisation may have some strengths and weak¬ 
nesses. Similarly, the environment might promise some opportu¬ 
nities and pose some threats. A critical analysis of such strengths 
(S), weaknesses (W), opportunities (O) and threats (T) is called 
SWOT analysis. An environmental scanning is an integral part 
of the SWOT analysis. It is to be noted, however, that SWOT 
analysis is not and should not be undertaken in isolation—this 
has to be in relation to the targets initially set. 

The organisational part of the SWOT analysis should cover 
the following important areas, viz., leadership, organisational 
structure, production, marketing, finance, personnel, company 
image and standing, etc. Environmental analysis should include 
economic factors, political factors, social factors, state of com¬ 
petition, state of technology, emerging trends in consumer needs, 
import, export and foreign exchange position, etc. SWOT ana¬ 
lysis may be undertaken very effectively through a brain storming 
session which should be attended by all key executives and 
functional heads. 

SWOT analysis will necessarily lead to another set of fore¬ 
casts, viz., Forecast-II. It will be evident at this stage that 
there is a gap between Forecast-I and Forecast-II. This is called 
the planning gap. Some strategies have to be developed now 
for closing the gap as much as possible. It may be necessary 
after that to develop yet another set of forecasts say. Forecast- 
III which would be the basis for a realistic plan, backed by 
detailed strategies and action plans. This logically leads to the 
development of the master plan. Thereafter functional plans 
are developed through detailed exercises in respect of each func¬ 
tional area, viz., marketing, production, personnel, finance, R & D, 


etc. 

The process of L.R.P. discussed above, as also the various 
steps and the sequence involved, is the one commonly adopted. 
But there are many other ways of or models for developing a 
corporate plan. Further, even this process or any other process 
for that matter should not be taken to be rigid—it should provide 
for a iteration and a scope for back and forth 
goes along. For example, during or after the SWOT analysis 
it may be necessary to redefine the corporate values and us 
definitions which in turn will mean restating the corporate objec- 
tives themselves. Similar needs might arise even at the time 
of developing strategies for bridging the planning 8 a P- 
more important, therefore, is to keep the questiomng mmd always 
alert and active so that the process of developing ^ r P orate P 
does not degenerate into a purely mechanistic exercise of folio 

ing a particular process in a rigid sequence. 
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As indicated earlier, a long-range plan is essentially a strategic 
plan. However, this has to be understood as a component in a 
mix of elements that is required in a plan regardless of the pro¬ 
ducts the company is marketing and the markets it is operating. 
This may be summarised in four basic questions: 


1. Where do we want to 
go? 

2. Where are we now? 

3. What do we have to do? 

4. How are we getting on? 


Determination of objectives. 

Situation audit. 

Strategic planning or tactical 
policy shift. 

Monitoring and control. 


Levitt summed up the basic idea: “If you do not know where 
you are going, all roads lead there.” The emphasis, therefore, 
should be on a sense of direction and some effective device to 
make sure that the destination is reached. 


4. Marketing and L.R.P. 

From the process of corporate planning outlined above it 
would be evident that the corporate plan has eventually to be 
built up through a process of integration and amalgamation of 
all the individual functional plans of the organisation and the 
corporate plan must cover every facet of the business. Market¬ 
ing being one of these, marketing planning must clearly be an 
integral pari of the whole corporate planning process. If market¬ 
ing, production, personnel, finance, and research plans were drawn 
up independently, the result would compare with a team of 
horses pulling in different directions! 

The second important aspect to be considered is that, while 
various other functional plans are by and large under the firm’s 
control, a marketing plan is not. The reason for this is market¬ 
ing plans depend on market conditions which Ure outside the 
control of the management and are externally determined. At 
the same time they represent a restraint on what the company 
can hope to achieve and the challenge to optimise the yield of 
resources thrown into a given market situation. 

Marketing’s role in corporate planning is thus crucial. What¬ 
ever its business, a company must decide what opportunities it 
wants to pursue and what risks it is willing and able to take. 
Having expressed these general aspirations in terms of specific 
objectives, its management must define the strategies and tactics 
to achieve them. It is therefore rightly stated that, “marketing 
planning is the forerunner of any corporate planning.” 
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If we refer again to the stages in the development of L.R.P. 
discussed earlier it would be apparent that marketing function 
is. predominant all the way, from the beginning to the end. 
Right from the stage of defining the corporate philosophy and 
developing the corporate objectives or mission, marketing gets 
integrated in the process. In fact, marketing objectives should 
form the bed-rock of the corporate objectives. The various other 
stages thereafter, viz, Forecast-I, Forecast-JI. Forecast-Ill, etc. 
have to necessarily depend on marketing. Even in the SWOT 
analysis, the most important part is perhaps market analysis, 
specially the process of identifying opportunities that lie ahead. 
As many modem corporate planners suggest rightly, long-range 
planning has to be essentially oriented towards opportunities and, 
needless to say, corporate opportunities can by and large be 
equated with marketing opportunities. The strategies that are 
to be developed for closing the planning gap, as far as practic¬ 
able, are mostly of the nature of marketing strategies. This is 
how corporate planning and marketing strategies are considered 
to be very closely inter-related. 

For marketing to play its dominant role in corporate planning, 
the marketing department in general and the marketing services 
function in particular, have to be sufficiently and systematically 
organised. The most important requirement tc this end is. deve¬ 
lopment of marketing intelligence and data base. Though it is 
believed that planning based on past data and performance is 
nothing but driving a vehicle with eyes fixed .on the rear view 
mirror, the past could still be a never-failing guide. And there¬ 
fore, development of a systematic and properly analysed data 
base or data bank is one of the important functions of marketing 
services. Another important function is the development of sys¬ 
tematic and well-designed formats for streamlining the collection 
of various data and forecasts at various stages and the presenta¬ 
tion of the results of SWOT analysis, specially the market analysis. 
However, all these require earmarking a certain part of the re¬ 
sources, manpower and others, for use in the long-range market¬ 
ing planning, as distinct from the day-to-day operational planning 
and control of marketing efforts. 

5. Corporate & Marketing Objectives 

The development of corporate objectives, as stated earlier, is 
the first basic step in the process of L.R.P. ‘Objective’ is ad¬ 
mittedly an elusive term, perhaps even a metaphysical one. It 
may be as difficult for management science to define ‘objectives 
as it is for biology to define ‘life’. Yet, it cannot do without 
objectives as much as biology cannot do without life. Today 
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enlerpreneurial decisions, let alone the integrated decision system 
we call long-range planning, must have objectives. Objectives 
should always be there to ensure effectiveness and efficiency. 
Sometimes, there is some confusion between objectives and activi¬ 
ties. The activities, as set out in the Memorandum of Association 
of a company, are only some means of achieving some ends. 
Objectives are actually the ends. For every company there are 
some primary objective or objectives and there are also a series 
of secondary objectives. It is acknowledged that the most com¬ 
plicated area in corporate planning is the setting up of objectives. 

One of the basic things required as a pre-condition to the 
setting of objectives is defining the corporate philosophy, which 
in turn leads to certain values. The objectives emanate from 
such values and these are actually the missions which eventually 
lead to some targets or aspirations. Objectives or missions can 
broadly be classified into two groups, viz., economic and social. 
Economic objectives are a must for commercial firms and these 
are nothing but owners’ or shareholders’ expectations. Share¬ 
holders expect from a company the following: 


1. Dividend: This depends upon past earnings. 

2. Bonus: This also depends upon past earnings. 

3. Rights: This depends upon anticipated earnings 

4. Market price of shares: This summarises the overall earn¬ 
ing capabilities of the company. 


The social objectives can be taken to be secondary objectives 
for a commercial firm, but they cannot be completely lost sight 
of. since many of them affect the economic objectives also. 
Obligations of a company to the society include its obligations 
to employees, customers, sellers, public and the Government. 

Coming to economic objectives of a corporate body, it should 
constantly endeavour to earn profits not bv iust having monetary 
•surplus, but by ensuring some value-added, since fiocietv’s wealth 
can increase only through increased value-added. This is true 
for both private and public enterprises. 

A companv, particularly in the private sector, should have as 
its mission, the tvpical economic objective of earning monetary 
profit on the one hand and the social objective of effecting value- 
added by providing goods and services at minimum cost to the 
society. For a public sector undertaking, however, the social 
objective of earning monetary profit works in a slightly different 
manner. It is actually the creation of surplus for mobilising 
wealth and ensuring capital formation. Very often, for various 
social objectives, a public sector enterprise is not and should not 
be allowed to earn monetary profit. 
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Marketing objectives should be logically derived from and be 
an integral part of the corporate objectives. A clear understand¬ 
ing of the marketing objectives is, therefore, imperative in the 
corporate planning process. Peter Drucker in The Practice of 
Management sets out seven distinct marketing objectives that are 
necessary in most businesses: 

1. The desired standing of existing products in their present 
market. This may be expressed in sales value as well as 
in percentage market shares, measured against both direct 
and indirect competition. 

2. The desired standing of existing products in new markets, 
measured in the same way. 

3. The existing.products that should be abandoned, for tech¬ 
nological reasons, because of market trends, to improve 
the product mix, or as a result of management's decision 
concerning what its business should be. 

4. The new products needed in existing markets, defined in 
number of products, their properties, sales value, and pro¬ 
jected market share. 

5. The new markets that new products should develop in 
sales revenue and percentage market share. 

6 The distributive organisation needed to accomplish the 

marketing of goods and the pricing policy appropriate to 

7. A service objective measuring how well the customer 

should be supplied with what he considers value by the 
company, its products, its sales, and service organisation. 


6. SWOT Analysis 

As indicated earlier, corporate planning starts with setting the 
values; objectives or missions are then framed in line vuth thv 
values. Objectives are thereafter converted into targets. To exa 
mine how far targets are attainable, two /^ors are important^ viz. 
organisation and environment. This leads us to y' S r , 

s-rengths and weaknesses of the organisation and^rtunihes 
and threats of the environment. This is done thr h 

called ‘SWOT analysis. ‘SWOT’ analysis should not be m 

lalion, but in relation to the targets initially set 

Organisational Analysis (Strengths & Weaknesses): This should 

it a one-man show? Is the second line 

being developed? 
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(2) Structure: e.g., span of control, reporting relationship, etc. 

(3) Production: Can the facilities available cope with the tar¬ 
get growth rate? 

(4) Marketing: Are the infrastructure and services adequate 
to achieve the target? How is the company placed with regard 
to products, product-mix, distribution, etc. 

(5) Finance: e.g., capital structure, dilution of control, bor¬ 
rowing potential, effectiveness of financial planning & control 
system, etc. 

(6) Personnel: Does the company have the right people? How 
good is its manpower planning. 

Environmental Analysis or Scanning the Environment (Oppor¬ 
tunities and Threats): This should cover the following areas: 

(1) Economic factors: e.g., bank rate, oil price, recession or 
boom, etc. 

(2) Political factors: e.g.. party in power, political stability, etc. 

(3) Social factors: e.g., aspirations of labour, consumer aware¬ 
ness, etc. 

(4) Competition. 

(5) Technology. 

(6) Export, import & foreign exchange. 

(7) Government regulations and control. 

It is to be noted here that SWOT analysis is a highly compli¬ 
cated and multi-faceted exercise, and requires ‘conceptual skill’ 
on the part of the manager or managers. This brings us to the 
concept of management skills developed by Robert L. Kartz. 
The concept, in brief, is as follows: 


Management 

level 

Nature of 
management 

Management skill 
required 

Junior 

To do 

technical skill 

Middle 

to get things done 

human skill 

Highest 

to integrate—to see 

conceptual skill 


the totality 



While technical skill represents more or less deductive logic, 
conceptual skill is inductive logic. Conceptual skill is required 
for a balanced view in understanding the firm as a unit and also 
to analyse the environment in relation to the firm. 

7. Concluding Observations 

Nobody expects that a L.R.P. system, and for that matter any 
system, would yield perfect results right from its inception. Mis¬ 
takes may be made at various stages and in many ways. What 
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IS more important is to learn from past mistakes and progressively 
improve the L.R.P. system. "To err is human but when the eraser 
wears out ahead of the pencil you’re overdoing it” (J. Jenkins) 

L.R.P. is an on-going process, not just a once-over or sporadic 
exercise. It also needs a system by which it is revised and up¬ 
dated all the time by incorporating changes that have occurred 
(but which could not be foreseen) during the period between 
the last L.R.P. exercise and the current one. The rolling plan 
concept has been found to be well-suited to corporate L.R.P’s. 
If this concept is adopted, at the time of annual review and up¬ 
dating, the first year of the last L.R.P. would be removed and 
a new year (the year immediately following the last L.R.P. period) 
would be included. Thus at any point of time a complete and 
up-dated L.R.P. for say, a 5-year or 10-year period, would be 
available. 

Similarly, by a suitable system the L.R.P. exercise, usually 
preceding the annual budget exercise, may be linked up with 
the annual budget. Usually forecasts under L.R.P. in the Plan 
Vear I would broadly serve the purpose of the next annual 
budget. Only some new schedules may have to be prepared 
and greater details worked out for the purpose of the annual 
budget. There may be even changes between the Plan Year 
I forecast and the budget estimates. But the reasons for all 
such changes should be adequately explained, quantified and 
included in the budget (narratives. This will ensure that the 
most important element in L.R.P., viz., monitoring and control 
system, is not lost sight of. This will also create a situation 
whereby long-range corporate plan gets broken into short-range 
operational plans. 
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relatively a simple one. More often than not, a company will 
be found to operate under a combination of these two types of 
markets—some of its products being in the buyers’ market and 
some others enjoying the privilege of being in the sellers’ market. 
This combination has to be broadly determined since it has a 
bearing on the marketing budgets. 

Next comes the problem of achieving goal congruence. It is 
often seen that some products could be marketed or some lines 
of activities could be developed with relatively less marketing 
efforts. While the marketing department would try to put higher 
budget figures for such products or activities, at the expense of 
others, this rhight not be in conformity with the corporate goals 
and objectives, specially from a long-term point of view. Similar 
problems might also (arise in the case of a company engaged in 
marketing both its own manufactures and also of others as sole 
selling agents. In the process, the long-range corporate goals and 
objectives should predominate. 

The fourth basic issue concerns corporate profit planning and 
the marketing department’s responsibility in this regard. In the 
first place, a broad corporate profit plan has to be drawn up to 
serve as a blue print of the budget. Absence of any such broad 
profit plan prepared in advance and duly approved by the mana¬ 
gement, results in confusion and repetition in the budget exercise 
and consequently delays its finalisation. Secondly, even though 
marketing has the major role in achieving the profit target, they 
are not the only people who can ensure such achievement or 
cause improvement or deterioration in the profit position. Pro* 
duction could be more efficient and economic or less so than 
what is envisaged and this would straightaway reflect in the cost 
of products; non-marketing administrative expenses can go up or 
come down even substantially; due to efficient or inefficient hand¬ 
ling of finance, the incidence of interest could be much lower or 
higher than envisaged and so on. And all these will directly 
affect profitability. Therefore, it is necessary at the outset to 
establish, specify and quantify, as far as practicable, the res¬ 
ponsibility of the marketing department vis-a-vis other depart¬ 
ments in achieving the profit targets. 

The last basic issue we shall discuss here is spending for the 
future as against spending for the present. “Too many companies 
still reward executives for short-term profits. Very often a mana¬ 
ger will not spend money on the future, and with luck he will 
get promoted out of his job, or retire from it, before the future 
arrives. Some other guy has to live with the consequences” 
(Mason Haire of M.I.T). There could be quite a few items of 
spending for the future in the marketing area, viz., introduction 
of a new product, massive advertisement campaign for penetra- 
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tion into new markets or popularising new uses of existing pro¬ 
ducts, developing an infrastructure for providing marketing in¬ 
telligence and undertaking marketing research, ecc. Needless to 
say, such expenses may not contribute directly to profits during 
the budget year and may often bring down the profitability, 
Sometimes significantly. It is, therefore, necessary to segregate 
such expenses from pure operational expenses, at least for the 
purpose of understanding the budget-year performance and pro¬ 
fitability in the right perspective. Management may still com¬ 
mit such expenses on long-term considerations knowing fully well 
the extent to which this would reduce the profit for the budget 
year. 


2. Different Types of Marketing Budgets 


In the table given on the next page, an attempt has been made 
to show the various types and components of marketing budgets. 
The subsequent discussion will elaborate the contents in the table. 
We may start with the revenue budgets and under these, the 
principal budgets first. 

(1) Principal Budgets: 

A. Revenue Income or Earnings Budgets 

(i) Orders booking and gross profit budget: This is specially 
applicable to industrial marketing or other such situations 
where there is a distinct time lag between the booking of 
order and effecting actual delivery and sales. This bud¬ 
get is a statistical budget and not an accounting one. 
But this is neverthless important from operational point of 
view. 

(ii) Sales and gross profit budget: This is the main revenue 
income budget and is in line with the financial account¬ 
ing definition of sales and gross margin. This budget has 
to be in conformity with the order booking and gross 
profit budget where there is one. 

(iii) Other income budget: This would cover income from scrap 
sales, commission on third party sales, income out of after 
sales services beyond the warrantee period (i.e., services 
charged for), commission on imports and exports on others’ 
behalf, etc. 


B. Marketing Expense Budgets: 

(i) Direct selling expense {budget: This will cover direct ex¬ 
penses on- salesmen (i.e.. their compensation, commission, 
etc.), sometimes, sampling and direct mailing, and share of 
general and common overheads related to such activities. 
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{ i) Distribution expense budget: This includes expenses on 
maintenance of sales depots and branches, expenses on 
transportation of goods (e.g. freight, insurance, carriage. 
..... maintenance of delivery vans, etc.) and such other expenses, 
(in) Promotional expense budget: This covers all expenses con- 
nected with advertisement and sales promotion including 
media advertisement, payments to advertising agencies, 
etc. It may be noted here that company’s prestige or 
image advertisement expenses should not be included here 
and should be taken care of in the head office and ad¬ 
ministrative expense budgets. 

(iv) Other marketing services budgets: These include all expen¬ 
ses related to the marketing director’s office, marketing 
planning activities and marketing research and such other 
general marketing services. 


r rk ?: ing . £XpenSeS bud8e,: This wi " ^ prepared after 
consolidating the four expense budgets mentioned above. This 

smdt J Urther - <: Iassified on the basis of cost behaviour 

and y * V1Z \f Xed .\ semi-fixed and variable costs (vide (2) below 
ana topic No. 4). 

(2) Subsidiary Budgets: 

in^r^d? ? n the needs \ nd the degree of sophistication desired 
i?d;i h budgeting system, there could be various types of sub- 

wfth^e^r/T , th Cn ? Cd -° Pr ° f Vi< ? e su PP ort big data S analysis 
^bove tfrlnd - ng ° f the princi P aI budgets mentioned 

of ,nKc!d- d ? g ^ he var;ou . s expenses budgets. A few examples 
of subsidiary budgets are given below: . 

A ‘ r ^,°^ ing C f pital budget: This indicates the working capital 
equirement in terms of inventory and accounts receivables 
n the marketing operations. This in turn helps determina- 

and of in f reS 5 ^. ost be included in the excise budget 
m nd 3° t le budgeted return on investment (ROT) in the 

B. Manpower planning and personnel budget: This helos nre- 
cse estimation of the salary and other relaid SmS 
costs shown under the various expense budgets. 

J'Xpense behaviour analysis: This requires segregaUon of 
fixed, semi-fixed and variable expenses of marketing opera- 

of.expenses in this manner facilitates^;- 
cise estimates of various heads of expenses covered under 
expense budgets. For example, variable expenses should 

JJ dgeted kee Pmg i!n view the changes in the activity level viz 
sales and order booking, while bud?etin<r of g^Ia ei * V1Z * 

could bo made disregards suthWwffS 
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considering only price level changes or such other pertinent 
factors and management policy decisions. It would be 
obvious that expense behaviour analysis made and used at 
the time of preparing budgets not only puts the budget esti¬ 
mation on a sounder footing but also helps in reviewing the 
various budget estimates. It also forms a scientific basis for 
subsequent comparison between budgeted expenses and actual 
expenses for the purpose of effective budgetary control. 

D. Demand Analysis: This would establish a scientific basis for 
budgeting orders booking as well as turnover in respect of 
specific products/divisions. 

(3) Summary Budgets: 

These are actually summarised profit and loss or revenue state¬ 
ment budgets—prepared separately for (A) each important divi¬ 
sion or activity-group and also for (B) the company’s total 
marketing operations. 

All the budgets mentioned above are, as stated earlier, actually 
revenue budgets (i.e I). There are other two important types of 
budgets from the marketing point of view. These arc: 

II. Cash Flow Budget: This would be prepared initially for 
marketing operations and subsequently combined with the 
company’s overall cash flow budgets to be prepared by the finance 

division. „ , 

III. Capital Expenditure Budget: This relates to fixed assets 
like building premises, furniture and fixtures, office equipments, 
automobiles, selling aids like projectors, close circuit T V., etc. 
Budgets for such capital expenditures for marketing operations 
should, like the cash flow budget, be prepared initially by the 
marketing people for subsequent consolidation with the company s 
overall capital expenditure budgets. 

3. Parameters for Development of Various Marketing Budgets 

Budgeting essentially involves developing a chart a map, or an 
integrated and well-knit plan of action-*; much detailed “‘ 
sible—for a definite period of time to achieve some definite ob 
jectives. It is also reiterated that the entire budgeting ewsrcwe 
has to be completed and the detailed action 

in has to be approved by the management before the relevant 
period starts. Therefore, budgets are nothing but scientific ^t 
mates of future events and situations^ All such es .mates have 
to be based upon some logic, some chain of reasoning, et ot 

StfVS condltiorf « SK-W 



MARKETING BUDGETS 


175 


estimates cannot be established nor can there be a scientific bud¬ 
getary control system or objective evaluation of performance and 
effective control of operations. 

_ Some of the subsidiary budgets mentioned above have to pro¬ 
vide certain important assumptions and parameters and present 
these in a systematic and quantified manner. Besides these, there 
could be a number of other assumptions and parameters of yaried 
types. We give below only a few such important parameters 
which would lie behind the framing of the marketing budgets. 




(iii) 

(iv) 


(v) 

Cvi) 

(vii) 

(viii) 

(ix) 

(x) 


Distribution plan: The existing distribution system and 
any proposed changes in it during the budget'year (e.g., 
changeover from distributorship to distribution through 
the company’s own sales depots, changeover, partial or 
full, from sole selling agency system to company’s own 
marketing, etc.). 

Advertisement plan: The usual advertisements through 
media, etc., as well as any extraordinary promotional 
campaign envisaged during the budget year with detailed 
cost-benefit analysis in respect of each such plan, change¬ 
over from advertising through agencies to the company’s 
own advertising set-up again with a suitable cost-benefit 
analysis in this regard, etc. 

Salesmen’s recruitment and training scheme with its finan¬ 
cial implications. 

Salesmen’s and executives’ travel plans, with estimated 
expenses against each, showing separately inland travel 
and foreign travel. 

Salesmen’s incentive scheme. 

Inventory policy and any changes therein. 

Credit policy and any changes therein. 

After sales service set up and basis of charging for 
services. • 6 


Import and export policy of the Government 
Breakdown of sales plan into sales quota in respect of 

35 WeH as VarioUS «£ exe- 


skw aars 
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(а) Previous year-1 actuals; 

(б) Current year latest best estimates; and 
(c) Budget year estimates. 

Sometimes, to gain a better idea of the trend for the purpose 
of budget review, previous year-2 and even previous vear-3 actual 
figures are required in each budget statement. Once the annual 
budgets are framed, finalised and approved, the budgets have to 
be broken up into shorter-period budgets to ensure more effective 
budgetary control. Usually annual budgets are broken up into 
monthly budgets. Some companies restrict themselves to quarterly 
budgets because of the special nature of their business operations, 
while some other companies may like to develop fortnightly, 
weekly or even daily budgets. 


4. Flexible Budgeting 

While fixed budgets portray a more or less rigid plan based 
on one set of conditions and one level of activity, flexible budget¬ 
ing system attempts to develop a series of budgets for various 
levels of activity and under varying sets of assumptions. Con¬ 
ventionally flexible budgeting system is associated with produc¬ 
tion budgets. But there is no reason why this concept should 
not apply to the marketing budgets also. In fact, marketing 
budgets could be framed on a more realistic basis and their control 
made more meaningful and effective with the help of this concept. 

The expense behaviour analysis suggested earlier should form 
the bed-rock of flexible budgeting in marketing, specially for 
marketing expense budgets. For example, we give here a sum¬ 
mary of the marketing expenses broken up into the four functions 
and indicating the behaviour of expenses (See next page). 

It may be noted that during the first quarter the adverse ex¬ 
pense variance is only Rs. 1 lakh under the fixed budgeting 
method. It will be easy for the marketing department to justify 
this increase on the ground of sales being higher than budgeted. 
Similarly, in the second quarter the marketing department will 
be complimented for showing a favourable expense variance of 
Rs. 1.5 lacs! However, when we apply the flexible budgeting 
concept, the position changes significantly. The adverse variance 
in the first quarter is Rs. 4 lacs and not Rs. 1 lacs. Similarly 
during the second quarter there is again an adverse variance ot 
Rs. 2.7 lacs and not a favourable variance of Rs. 1.5 tecs, lo 
judge expense variance in the right perspective, the exi e 
budgeting approach would obviously be the correct one. Fo 
more effective control of expenses, the same approach of amvmg 
at the revised budgeted expense figures-the expenses that should 
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be allowed with reference to the actual activity-—can be extended 
to each functional area. And for this purpose the budget should 
also be broken up department-wise as shown in part (C) of the < 
following table. Further, to introduce more intensive control, the 
technique can be adopted on a monthly basis instead of quarterly 
as shown here. The mode of working will however remain the 
same. 

Table 

FLEXIBLE BUDGETING 

(Figures in Rs. lacs) 



Aruiual Qr. I 

Qr.2 

Qr.3 

Qr.4 

Budgeted Sales 

1000 

160 

240 

280 

320 

Fixed Budgeting 






Total budgeted exp. 

100 

25 

25 

25 

25 

Actual sales 


200 

180 



Actual expenses 


26 

23.5 



Expense variance 


1 

1.5 





(Adverse) 

(Favourable) 

Flexible Budgeting: 






Budgeted expenses: 






Fixed 

40 

10 

10 

10 

10 

Variable (6 per cent 






on sales) 

60 

9.6 

14.4 

16.8 

19.2 

Total Expenses 

100 

19.6 

24.4 

26.8 

29.2 

Actual expenses allowed: 






Fixed 


10 

10 



Variable (6 per cent 






on actual 6ales) 


12 

10.8 





22 

20.8 



Actual expenses incurred 


26 

23.5 



Expense variance 


4 

2.7 




(Adverse) 

(Adverse) 


Ejunctkmal Allocation of Budgeted Expenses 






Fixed 

Variable 

Total 

Direct selling 


10 

30 


40 

Distribution 


15 

20 


35 

Promotion 


5 

10 


15 

Other marketing 


10 



10 


40 


60 


100 
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5. Cash Budget 

A cash budget is a forecast of cash position over a period 
ot time, to reflect changes in the position within the same period. 
Conventionally, cash budget is considered to be an integral part 
of the total budgeting process and it is prepared only'after all 
sectional or functional budgets are in. However, to instal better 
control on cash flow, the scope of operation of cash budgets 
can be expanded in two ways, viz., to cover each function or 
sub-unit separately and to develop a rolling cash flow plan for 
each sub-unit as well as the company as a unit. A format for 
such rolling plan is included here, (pp 179-81) If a company 
adopts, say, a twelve-month rolling plan, every month the figures 
in the format will be up-dated to cover the subsequent twelve 
months. For the purpose of effective control, budget-actual com¬ 
parison pertaining to the immediate previous month has also been 
shown in the format. 

Since cash budget occupies an important position among the 
marketing budgets as also in the overall budgeting process of a 
company, we may show here the technique of its preparation with 
the help of a suitable illustration. 

We are showing the preparation of a cash budget for the com¬ 
pany as a whole, using a relatively simplified format. 

Illustration 


Required from the following information a monthly cash budget 
for the fourth quarter ending 31st December: 






(Figures in 

Rs. Lacs) 

(1) Extracts 

from Sectional 

Budgets 




Month 

Sales 

Materials 

Wages 

Production 

Admin. & 





overheads 

selling 






overheads 


Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

June 

60 

36 

13 

4.5 

3.2 

July 

65 

40 

15 

4.5 

3.2 

August 

70 

48 

15 

5.0 

3.6 

September 

75 

45 

15 

60 

3.5 

October 

80 

46 

16 

60 

4.0 

November 

85 

50 

18 

7.0 

40 

a am 

December 

90 

52 

20 

7.0 

4.5 


(2) Credit terms: Sales—3 months to debtors; 10 per cent of sales are 

on cash. On an average 50 per cent of credit sales arc 
paid on due dates and the balance in the following 
month. 

Creditors (Materials)—2 months. (Contd. on p. 182; 



CASH BUDGET (FORMAT).' 
(Under Rolling Period Basis) 


MARKETING BUDGETS 


179 



c 

O 

s 



I 


/ 



o 

o 


*8 


S 2 


CO 


c 
a 
> 
T3 
aS 

<o 

8 • 

£ * 

8° 
0l 


s 


w cS 

O -8 
o W 

2 if 

J is 

« <n 
T3 ^ 

& 3 
T3 j~ 
C 

3 cj 

co O 


< 

o 

3 

£ 


§ 


■g T3 

5 

i * 

f? 00 

D JJ 

X) 

M J2 

S e 

<o 0« 

O XS 
•— 1/1 

I a 

o ^ 


o 

o 

3“ 

§ 

T3 

&i4 

Oh 

c * 
2 3 
=5 'C 

O o3 
’ ' 

° 2 


8 

S 

u 

D 

c/> 

C 


8 

73 


c 

& 

X 

CJ 


J^v 

-*—< cr) 

'5 8 c 

u. C o 

t;g.s 

“ K 2 
« « « 


of 

■§ §> 


S' tf.E 
c s E 
a -o 


N ro ^ «o c*^ 


2 

H 



Income tax 


Cash flow through operations 
(difference between A & B) 
Miscellaneous receipts (rents, dividends, 
royalties, etc.) 
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Dividends 

Capital expenditure 
Debt redemption 



sh flow (C+D+E—F) 

Cash balance: beginning of month 
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(3) Lag in payment: Wages— * month, Overheads—i month. 

(4) Cash and bank balance on 1st October is estimated to be Rs. 30 
lacs 

(5) Ollier Information: 

(i) Plant & machinery to be installed in 
August at a cost of Rs. 480 lacs, will 
be paid for by monthly instalments of 
Rs. 10 lacs from 1st October. 

(ii) Preference dividend @ 5 per cent on capi¬ 
tal of Rs. 100 lacs payable in Decembor. 

(iii) Call on 50,000 equity shares @ Rs 20 each 
receivable in November. 

(iv) Dividends from investments of Rs. 5 lacs 
receivable in December. 

(v) Income-tax (advance) payable in Decem¬ 
ber, Rs. 10 lacs. 

• • 

CASH BUDGET 
Period Ending 31st December 

Details October November December 

10.75 7.00 * 

69.25 - • 74.25 

10.00 — 

— -5.00 v' 


Total (x) 

94.25 

90.00 

86.25 

Payments: 




Creditors (materials) 

48.00 

45.00 

" 46.00 / 

Wages 

15.75 

17.50 

19.50,- £ 

Overhead—production 

6.00 

6.50 

7.00 

—Dc— Admin. & selling 

3.75 

4.00 

4.^5 ; 

Preference dividend 

— 

— 

5.cjo 


Income-tax 
Plant & machinery 

Total (y) 

Balance c/d (x — y) 

Notes: 

(i) The balance of Rs. 15.50 lacs at end-Deccmber indicates overdraft. 

(ii) Closing balance of October becomes the opening balance of Nov¬ 
ember, and so on, J | 



Balance b/d 30.00 

Receipts: 

Sales 64.25 

Call on shares • — 

Dividends — 
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(iii) Wages for October would be 1|4 cf September wages plus 3|4 
of October wages. Similar would be the treatment for November 
and December. 

(iv) Overheads for October would be 1cf September overheads plus 
1|2 of October overheads. Similar would be the treatment for 
November and December. 

(v) Receipts from sales are found out as under: 

COLLECTIONS 


Month 

Sales 

October 

November 

December 

June 

60 

27.00 



July 

65 

29.25 

29.25 


August 

70 


31.50 

31 50 

September 

75 



33.75 

October 

80 

8 00 



November 

85 


• 8.50 

• 

December 

90 



900 

TOTAL 


64.25 

6925 

74 ^ 


(vi) August purchases (materials) for Rs. 48 lacs has been shown 
as a payment in October, and so on (because of 2 months’ credit 
term enjoyed from suppliers). 

6. Probability Concept in Budgeting 

Flexible budgeting in marketing can be rendered more mean¬ 
ingful if the elementary concepts of statistical probability theory 
are introduced in the budgeting system. Tit is may be explained 
with reference to a simple budgeting situation as .indicated be¬ 
low: 


Profit Budget for the Year 19x5 





(Rs. 

lacs) 

r *. ,* t 

Pessimistic 

Moderate 

Optimistic 

Sales at Rs. 10 per unit 
Variable costs: 

500 

700 


800 . 

, Manufacturing Rs 5.10 





per unit 

255 Rs. 5 

350 

Rs. 4.80 384 


per 


per 


• * 

unit 


unit 


Marketing 


* 


• 

Rs. 0.50 per unit 

25 

35 


40 

Marginal cost 

280 

385 


424 
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Marginal Contribution 
Fixed Costs: 
Manufacturing 
Marketing 
Administrative 
New income before tax 
Tax at 50 per cent 
New income after tax 


220 


100 


100 

20 


20 

10 

130 

10 


90 



45 



45 



315 

100 

20 

376 

130 

10 

130 

185 


246 

92.5 


123 

92.5 


123 


In this case, the two important variables in the budget are the. 
volume of sales and the estimate of variable expenses. We may 
assign probabilities to the pessimistic, moderate and optimistic 
estimates on the basis of our past experience and future expecta¬ 
tions. 

Suppose according to our judgement, the probabilities assigned 
to the pessimistic, moderate and optimistic sales estimates are 
0.3, 0.5 and 0.2, respectively. Similarly, let us assume that the 
probabilities assigned to the pessimistic, moderate and optimistic 
estimates of variable costs are 0.2, 0.6 and 0.2, respectively. In 
the circumstances, we can have 3 further probable estimates of 
profits under each of the categories, pessimistic, moderate and 
optimistic, as indicated below: 


(Rs. lacs) 


1. Sales (@ Rs. 10 each) 

P 

2. Variable costs: 

Manufacturing 
(Volume x Rs. 5.10 
Rs. 5 00 or Rs 4.80) 




255 

250 

240 



P= 

P= 

P = 



0.2 

0.6 

0.2 

3. 

Marketing 

25 

25 

25 

4. 

Marginal 





cost 

280 

275 

265 

5. 

Marginal con¬ 





tribution 

220 

225 

235 

6. 

Fixed costs 

130 

130 

130 

7. 

Net income 





before tax 

90 

95 

105 

8. 

Tax at 





50 per cent 

45 

47.5 

52.5 


500 700 800 

= 0.3 P=0.5 P—0.2 


357 

350 

336 

408 

400 

384 

P= 

P = 

P = 

P= 

P = 

P= 

0.2 

0.6 

0.2 

0.2 

0.6 

0.2 

35 

35 

35 

40 

40 

40 

392 

385 

371 

448 

440 

424 

308 

315 

329 

352 

360 

376 

130 

130 

130 

130 

130 

130 

178 

185 

199 

222 

230 

246 

89 

92.5 

99.5 

111 

U5 

123 
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9. 

Net income 
after tax 

45 

47.5 52.5 

89 

92.5 

99.5 

111 

115 123 

10. 

Joint proba¬ 
bility 

0.06 

0.18 0.06 0 

.10 

0.30 

0.10 

0.04 

0.12 0.04 


11. Net income after 
tax x joint proba¬ 
bility (9 x 10) 


2.70 8.55 3.15 8.90 27.75 9.95 4.44 13.80 4.92 
Expected value of income after tax: Rs. 84.16 lacs. 

It may be observed that the absolute estimates incorporated 
in the budget give rise to a variation of the net income after tax 
from Rs. 45 lacs to Rs. 123 lacs and as such can provide us 
with an unstable base for future projections. A much better 
quantification of the future expected income after tax is pos¬ 
sible if we incorporate probabilities of a few key variables in 
our analysis. 
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PROFIT PLANNING 

1. Profit Planning and Budgeting; 2 Optimum Product|Sales 
Mix Planning; 3. Profit Planning under M BO—A Case 
Discussion. 


1. Profit Planning and Budgeting 

Profit planning and budgeting are not entirely two different 
things. They are rather interdependent and, more precisely, com¬ 
plementary to each other. Profit planning should precede the 
detailed budgeting exercise. But during the budgeting exercise itself 
some adjustments in the profit plan may also be required. Basically, 
profit planning provides a general blue-print of the expected profits 
and the broad elements through which they can be achieved during 
a particular budget period. By its very nature it is a summary plan, 
not backed by a detailed action plan. Budgeting, on the other hand, 
involves developing a chart—an integrated and well-knit plan of 
action, as detailed as possible—for a definite period of time, to 
achieve some definite objectives. From the practical point of view 
it is always convenient to develop a broad profit plan and get it 
approved by the top management before a detailed budgeting 
exercise is taken up. There may be some changes in the profit plan 
itself later on. But still this approach of having an approved blue¬ 
print ready will obviate confusion and back and forth movements 
which are common to a budgeting exercise. 

Further, a profit plan should be both long-term and short-term- 
in fact emphasis should be placed more on the long-term profit 
plan and short-term ones would necessarily follow. Long-term pro¬ 
fit planning is one of the very important elements in the long-range 

planning process. 


2. Optimum Product/Sales Mix Planning 

Let us envisage a situation where more than one product is 
manufactured by^the same types of machines, using the 
raw materials but yielding varying unit contributions. There may 
be constraints in one or more of the different machine-hours, avail¬ 
ability of raw materials andjor. say, demand. The marginal costing 
techniques (i.e., study of contribution per unit of Smiting[ factor! 
can be brought to bear upon the problem of determining the opt 
mum product-mix in such a situation. Let us take an illustration. 
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(a) The following particulars are 
a company; 

extracted from the records of 


Per 

Unit 


Product 

Product 


A 

R 

Sales 

Rs. 100 

Rs. 120 

Consumption of material 

2 Kg. 

3 Kg. 

Material cost 

Rs. 10 

Rs. 15' 

Direct wages cost 

Rs. 15 

Rs. 10 

Direct expenses 

Rs. 5 

Rs. 6.... 

Machine hours used 

Overhead expenses; 

3 

2 

Fixed 

Rs. 5 

Rs. 10 

Variable 

Rs. 15 

Rs. 20 


Direct wages per hour is Rs. 5[-. Comment on profitability of 
each product (both use the same raw material) when— 

- (i) Total sales potential in units is limited; 

. (ii) Total sales potential in value is limited; 

(iii) Raw material is in short supply; 

(iv) Production capacity (in terms of machine hours) is the limit¬ 
ing factor. 

( b ) Assuming raw material as the key factor, availability of which 
is 10,000 Kg. and maximum sales potential of each product being 
3,500 units, find the product mix which will yield the maximum 
profit. 

Per Unit 



Product 

Product 


A 

B 


Rs. 

Rs. 

(a) 


\ 

Direct materials 

10 

.... r 15 

Direct wages ' 

15 

10 

Direct expenses 

% 

5 

6 

Prime cost 

30 

31 

Variable overhead 

15 

20 

Marginal cost 

45 

51 

Sales 

* 

100 

120 . • 

Contribution 

r • m • , 

55- 

» 0 

69 • 

P|V ratio- 

055 

0.575 
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Contribution per kg. of materials Rs. 27.50 Rs. 23.00 

Contribution per machine hour Rs. 18.33 Rs. 34.50 

Thus, profitability of each product will be determined on the 
basis of the principle: the higher the contribution per unit of 
limiting factor, the more profitable is the product. Accordingly, 
a statement of profitability under different conditions may be 
prepared thus: 



Limiting factor 

Ranking of 
Products 

Ranking based on 

(i) 

Sales volume 

BA 

Unit contribution 

(ii) 

Sales value 

BA 

P|V ratio 

(iii) 

Raw material 

AB 

Contribution per Kg. 

(iv) 

Production capacity 

BA 

Contribution per 


(Machine hours) 


machine hour 


( b ) Product preference will be in the same order as (a) (iii) 
subject to the condition that maximum demand for each of the 
two products is 3,500 units. In other words, 3,500 units of more 
profitable product will be produced first. The balance of avail¬ 
able raw materials will then be utilised for the production of less 
profitable product. Thus, the optimum product-mix would be: 


Product 

Units 

Raw materials 

Total raw 



per unit (kg.) 

materials 
required (kg.) 

A 

3,500 

2 

7,000 

B 

1,000* 

3 

3,000 




10,000 


* (10,000 — 7,000)-T 3 = 1,000 units) 

The technique as illustrated above has, however, limited appli¬ 
cability. It can give us the desired rasult in all cases where the 
principal limiting factor or constraint is only one and in a few 
cases only where the constraints are two in number. And in 
many other cases of two constraints and all cases where con¬ 
straints are more than two (which is most akin to reality, need¬ 
less to say), optimum product or sales mix can be determined by 
the application of linear programming The following hypothe¬ 
tical case shows how optimum productIsales mix changes with a 
shift in the principal limiting factor and how linear programming 
can give us an optimum solution when more than one pnncipal 
limiting factor emerges. In fine, this case shows both the contri- 
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bution per limiting factor approach and subsequent transition 
to linear programming when the former approach fails to give a 
feasible solution. 


The Case 

Two products A and B use the same basic raw materials and have 
to pass through two machine centres before completion. 

The relevant details are as follows: 


Per Unk 


Products 




A 


B 

Sales price (Rs.) 


12.00 


600 

Marginal cost (Rs.) 


10.00 


4.50 

Contribution (Rs.) 


2.00 


1.50 

Machine hours I (Hr.) 


2 


3 

Machine hours II (Hr.) 

• 

4 


3 

Raw materials (Kg) 


2 


I 


Periods 




* 

I 

II 

HI 

IV 

Total demand in units 

1000 

2500 

4000 

2900 

(either or both) 





Available machine hours I 

5000 

4000 

13000 

13000 

Available machine hours II 

6000 

10000 

12000 

12000 

Raw materials 





(available kg.) 

2500 

5000 

4000 ' 

3000 

Problem: To determine the 

optimum 

product | sales 

mix for 

each of 


the above four periods 

Let us start with contribution per principal limiting factor approach. 
Such ‘Contributions’ are as follows: 



A 

B 

per M.H. I (Rs.) 

1.00 

0.50 

per M.H. II (Rs.) 

0.50 

0.50 

per kg. or raw materials 

1.00 

1.50 


Now we examine the optimum mix for each period: 

Period I: The only limiting factor is unit-demand; hence optimum 
product-mix would be 1000 units of A (since A gives higher contribu¬ 
tion) and 0 (zero) unit of B. Total contribution would be Rs. 2,000. 

Period II: The cnly limiting factor has shifted to machine centre 
I hours. The optimum product-mix would be only 2000 units of A and 
none of B since contribution per machine-hour I is higher in A than 
that in B. The total contribution in this period is Rs. 4,000. 

Period HI: The only limiting factor here is raw materials. The opti¬ 
mum sales-mix would be only 4000 units of B and no units of A, 
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because contribution per kg. of raw materials is higher in B than that 
in A. Total contribution in this period would be Rs. 6,000 

Period IV: The principal limiting factors here are two, viz., demand 
in units and ran- materials available. In such a situation (and specially 
when principal limiting factors are even more than two) optimum pro¬ 
duct-mix should be found out by linear programming. The optimum 
product|sales mix in this period should be (as per L.P. solutions by 
Simplex method) 100 units of A and 2800 units of B. The total con¬ 
tribution would be 100 x 2 + 2800x 1.50 = Rs 4,400. 

If we produce either 2900 units of B (the maximum units that can 
be sold) or 1500 units of A (the maximum units that can be produced 
with the available raw materials), in period IV the total contribution 
in each case in period IV would be less than Rs. 4,400 as derived from 
L.P. solutions. 

Tt can also be found out that with a production of 100 units of A 
and 2800 units of B, by which the raw material supply is fully ex¬ 
hausted. there are spare machine capacities of 4400 hours in machine 
centre I and 3200 hours in machine centre II. Such spare capacities 
can be let out to augment profits further. 


3. Profit Planning under M.B.O. — A Case Discussion 


The performance 
below: 

in abstract of Embyo 

Ltd., during 19x0 is given 

(Figures in Rs. Lacs) 

Product group 

Sales 

P/V ratio 

Contribution 

P.G. I 

100 

30% 

30 

P.G. 2 

50 

40% 

20 

P.G. 3 

110 

50% 

55 

P.G. 4 

40 

60% 

24 

P.G. 5 

70 

30% 

21 

Total: domestic 

370 

40.5% 

150 

Total: exports 

30 

33.3% 

10 

Total: 

400 

40% 

160 


' Fixed cost (including interest) ou 

Pre-tax profit 

Tax at 66 2|3 per cent ” 

After-tax profit 

The management has laid down the following objectives for the com¬ 
pany for the year 19x1: 

(i) The recent growth in total sales at 20 per cent be maintained 
as the minimum growth-rate. 
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(ii) The export sales for 19x1 be at least Rs. 50 lacs. 

(iii) The R.O.I. (Basis: Ebit as percentage on total investment) be 
at least 30 per cent. 

(iv) The equity dividend rate be stepped up from 15 per cent for 
19x0 to 20 per cent for 19x1. 

(v) The dividend policy: Retention of 20 per cent of after-tax profit 
before distribution of any dividend—also be maintained as the 
minimum. 

-(vi) The working .capital as at end of the year not to exceed 30 per 
cent of the sales of the year. 

Seme other facts, information and assumptions are given below: 

(rr) Capital structure of the company (as at end of 19x0): 


Rs. Lacs 


Equity share capital 


120 

5 per cent preference 

share capita! 

40 

Reserves 


40 

Institutional Loans at 

10 per cent 

ICO 



300 


(b) For the purpose of R.O.I. the. above figures plus the short-term 
finance for working capital as at the end of the year may be taken 
as total investment. 

(c) The effective average tax rate for the company may be expected 
to be at the same level of 66 2| 3 per cent. 

(<l) About 50 per cent of the working capital requirement (based On 
end-year figure) is financed by internal sources—balance by short¬ 
term borrowings at an interest of 10 per cent. Actual interest 
to be taken on average at half the estimated figure f6r the year, • 
because of fluctuations in borrowings utilisation. 

(e) In general there is no market constraint in the products of tho 
company excepting for those in P G. 4. The company’s share of 
the market in terms of sales Value in this group may not exceed 
last year’s figure plus 10 per cent thereon 

(f) Sales of products under P.G. 2 is limited also to last year’s sales 
because of shortage of essential raw materials. 

(g) Fixed cost (excluding interest on increased finance for working 
capital) for 19x1 is estimated at Rs. 100 lacs. 

(h) Because of escalation in costs in general and raw materials prices 
it) particular, an estimated reduction by 10 per cent in the exist¬ 
ing P|V ratio of all the product groups is estimated. 

(/) As a part of their plan to contain inflation, the' company has 
introduced, towards the end of 19x0, a massive cost reduction 
programme specially to reduce variable costs through improved 
methods and-higher productivity. . 
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(7) The marketing department is also thinking in terms of upward 
price revision in some of the products. It is broadly estimated 
that: 

Increase in price Drop in unit sales over 19X0 units-{-25% 

5 per cent — 

10 per cent' 5 per cent 

20 per cent 15 per cent 

However, increase in prices is not feasible in the area of Exports and 
also in P.G. 4 

Let us highlight the salient aspects in the case: 


Contribution objectives: 


Rs. Lacs 

5 per cent preference dividend 


2.00 

20 per cent equity dividend 


24.00 

Total dividend: 


26.00 

At dividend policy 80%, after-tax profit: 


35.5 

At 66 2j3 per cent tax rate, pre-tax profit: 


97.5 

Fixed cost 

100.0 


Add: Interest on incremental 

working capital (Int. at 10 per cent on 

6* only — estimated) 

0.6 

100.6 

Total contribution required: 

>L 

198.1 



i. 2 crores 


(*30% of 80 = 24; outside finance 12; Interest on 6 on average @ 10%) 
II. Minimum sales objective: 

Minimum total sales 400+ 20 per cent 
Minimum export sales 
Minimum domestic sales 


III. R.O.I. objective: 

Working capital: Max. 30 per cent of 480 
Outside Financing of Working capital 
Owned & Loan Capital 


Total Investment 
R.O.I. @ 30 per cent 


‘Ebit‘ as per I above: 

Pre-tax profit 

Add: Interest (10 + 3.6* appr.) 


Rs. Lacs 
480 
50 
430 


144 

72 

300 


372 

111.6 


97.5 

13.6 


111.6 


(•Interest at 10 per cent on 72 for half year on average) 



* 

* / 
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10-a. If A, please indicate their budget (Rs in ’000) 

1st year: .; 2nd year: .; 3rd year: . 

10-b. If B, please indicate expected expenditure (Rs. in ’000): 

1st year: .; 2nd year: .; 3rd year: . 

10- c. If C, please indicate the total expenditure and 

percentage of the same to be borne by us: 

1st year: .; 2nd year: .; 3rd year: . 

11. and also give the total expected expenditure: (Rs. in ’000). 
lst year: .; 2nd year: .; 3rd year: . 

11- a. Additional outlay in acquiring servicing facilities, (equipments etc.) 

(Rs in ’000) : 


,st .J 2nd year: .; 3rd year: . 

11-b. Other additional capital expenditure, if any: (Rs. in ’000): 

1st year: .; 2nd year: .; 3rd year: 

% 

11-c. Additional annual expenditure on rent and other charges due to 
new building, Show rooms, warehouses, etc. 

Ist ycai : .! 2nd year: .; 3rd year: 


12 . 


Additional annual expenditure due to new sales and 
personnel: (Rs. in ’000): 


sendee 


Ist year: .'» year: .• 3rd year 



























Chapter 14 


PLANNING THE MARKETING ORGANISATION 

1. Meaning and Significance of Organisation; 2. The Need 
for and Mode of Organisational Planning; 3. Major Con¬ 
siderations in Planning the Marketing organisation. 


I. Meaning and Significance of Organisation 

We could have started by quoting a number of definitions of 
‘organisation’ from leading experts and from text-books on man¬ 
agement; but instead it would be better perhaps to make some 
observations here which would be directly relevant for our pre¬ 
sent purpose. Basically, an ‘organisation’ is one of the important 
instruments for implementing the various plans and programmes 
of a corporation, and from this perspective, it should be looked 
upon as the instrumentality for achieving the corporate objectives. 
While it is customary to consider various physical, financial and 
human resources as inputs, organisation is seldom considered as 
such, although it is a vital input and, therefore, not something 
that can be just taken for granted. Anothei important point 
about organisation is it is not a given, static, rigid, or frozen 
entity— it is the result of evolution—it is subject to changes over 
time—changes both in character and quality. 

We read in management books about organisational structure 
and levels, about communication and coordination and, closely 
related to these, decision-making and, therefore, information sys¬ 
tem. We are not going into details of these. But we should 
resolve here the structure-process confusion. The structure of 
organisation is the anatomy while the process of organisation is 
the physiology. Structure indicates how an organisation is sup¬ 
posed to work, while the process shows how it actually works. 
Any change in the structure would necessarily influence the pro¬ 
cess too. 


2. The Need for and Mode of Organisational Planning 

Let us first repeat, for the sake of emphasis, the point we 
have made above that, organisation is not something one can 
start straightaway with—the right organisation has to develop 
through the process of evolution which takes time. This “ 
to suggest, however, that the right organisation would automati 
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cally emerge on its own. There is the need for organisational 
planning. Sometimes an enterprise changes and consequently the 
organisation also changes without any conscious effort to effect 
such changes. These are unplanned changes which very often 
come either through ad hoc decisions—decisions taken in isola¬ 
tion, or through the process of evolution over a relatively long 
period. However, nowadays, much more emphasis is placed on 
planned changes than unplanned ones. For example, the gap 
between technological changes and organisational changes, espe¬ 
cially in developing countries like India, is widening last; this 
gap can be bridged only by planned changes. 

Any conscious effort towards organisational planning and 
development requires that some basic factors, which generally 
effect changes in the organisation (both structure and process), 
have to be accorded adequate attention. We discuss below some 
of these basic factors: 


(i) Size of the enterprise: This includes location of expansion, 
besides turnover, resources, manpower, etc. 

(ii) Technology: Ordinarily changes in technology influence 
the organisation structure at the technological level (middle and 
lower levels), but not at the policy-making level. This is broadly 
true for production technology. But if there be any changes in 
information processing and decision-making technology (say, by 
use of computer), this would affect the decision-making level also. 

(iii) Strategies: Strategies should be designed primarily for 
the future. Strategies may be of the nature of stagnation, expan¬ 
sion, diversification, etc. A strategy of stagnation, coupled with 
a policy of drift, does not require any organisational planning. 
Even a strategy for expansion may not require conscious organisa¬ 
tional planning. provided the existing organisation is working well 
and the expansion is in the same range of products, catering 
more or less to the same markets. But any strategy of diversifi¬ 
cation implies different kinds of technology, specialisation mar¬ 
kets and, consequently, different types of decisions. Therefore, 
some conscious effort towards organisational planning is called 

a r mber of cases ,hat diversification makes 
existing organisation ineffective. Some reorganisation is therefore 

f SUCh re °^ ganisation durin g diversification may create 
some confusion, and sometimes discontent also, among some 
people; but as Drucker has rightly observed, reorganisation is fike 
surgery, however minor it may be, it leaves somfsrarsl 

fftf -sttAarsaus £ 
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threats have a lot to do in organisational planning. Unless the 
organisation is geared up properly to be sufficiently responsive 
to the external stimuli created by environmental changes, the 
company cannot exploit opportunities or withstand threats. * 

(v) Key people in the organisation: There are always some 
key people—only a few of them, in every company, who would 
always try to change the organisation to suit their own liking. 
Such changes would be usually of a limited nature, affecting only 
these people and also the people within their respective span of 
control. 

We will make a few more observations here regarding organisa¬ 
tional planning, especially with an eye on marketing. A market¬ 
ing organisation should be geared in such way that it can antici¬ 
pate* changes and react to the changes, instead of being over¬ 
taken by them. Any conscious effort towards developing a right 
marketing organisation should start with a proper diagnosis of 
the existing organisation to assess its capability to fulfil the 
present as well as future needs. The next step should be to 
develop alternatives, which is the basic step in any planning. 
There may be some alternatives which are desirable (i.e., logically 
acceptable), and some others which are feasible (i.e., can be 
worked out without ‘rocking the boat’). In organisational plan¬ 
ning there is always a gap between what is desirable and what 
is feasible. This has to be first established and then bridged, 
as far as possible. An effort should be made to develop a 
lengwterm direction showing the mode and time scale to reach 
the desired organisation structure. Another important point in 
organisational planning is that the people and the structure have 
to be logically separated. Structure is to be designed on the 
basis of needs, not people. The structure may be modified there¬ 
after, if necessary, carefully and consciously, to suit some people 
and only for some time; but not the other way round. 

3. Major Considerations in Planning the Marketing Organisation 

Marketing organisation structures are of various types. Some 
of these are as follows: 

(i) Functional type: This is a simple structure formed by 
grouping the various activities into basic functions and placing 
an executive in charge of each such function. This structure is 
suitable for small organisations. But even in big organisations 
this type of organisational structure is found to exist at the top 
level, comprising executives ultimately responsible for each basic 
marketing function, viz., direct selling, distribution, promotion 
and other marketing services. 
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(ii) Territorial type: This structure is formed after splitting 
tiie market into various sales territories, called districts, zones, 
or regions, and placing one executive in charge of each such 
territory. This is particularly suitable for direct selling functions 
in large companies. 

(iii) Product division type: This is another popular form of 
organisation structure in large companies. The various products 
handled by the company are put under the charge of several 
executives, each one of them being called product group manager, 
product manager, or brand manager. This type of structure is 
specially suited to provide better customer services and in market¬ 
ing highly specialised products. 

fiv) Customer division type: This organisation structure is 
developed with an eye on the types of customers and consequently 
the type of specialisation required under each type of customers. 

(v) . Combined type: Usually a marketing organisation is not 
exclusively of any of the above four types, but rather a combina¬ 
tion of two or more of them, which is again true for relatively 
large companies. 


Let us now come to the concepts of ‘staff’ and ‘line’ in relation 
to marketing organisation. These concepts have been applied 
to marketing organisation for a pretty long time. Obviously, 
the top marketing executive is looked upon as a line executive 
and under him the line identification is extended to those who 
direct the sales e g., the sales manager, regional and district 
manager, etc. It has been customary to treat advertising and 
sales promotion manager, distribution manager, sales training 

™" ag T’ product specialist, service managers, market research 
assistants, etc. as staff executives. The criterion usually applied 
to determine one as a Tine' or 'staff in marketing, is whether 
one is accountable for sales, margin and/or profit. Those who 
are so ‘accountable’ are ‘line’-others ‘staff’. 

As in any other area, the important problem faced in market¬ 
ing is how to get the two types of executives to work together 

kvels W P a l h ° W t t0 • minimise i he Iin ^^ff frictions at various 

nut 0t f*° ing mt ° detai,s of these * except to point 

out that the organisation as a whole will be effective nnlv 25,™ 

IM eliminated “AnTh 0 ^ ^ Iine ' s,aff Motions ntinimke^ if 

be pr ££Sd s s 

first deveiofxxL the intentfon^ 0 
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additional responsibilities and many companies have made them 
directly accountable for sales, margin and profitability of the 
products under their control. Any attempt to broaden the job 
function of the product managers in this manner would obviously 
mean that they are treated more as ‘line’ executives than ‘staff 
specialists. 

Many experts today consider the line and staff concepts in 
organisation to be generally obsolete, specially in marketing. This 
is by and large valid since there are well-developed tools and 
techniques available now to measure the effectiveness of the so- 
called ‘staff’ people and also make them accountable. For ex¬ 
ample, there is a new concept which considers the saies manager, 
advertising manager and product manager to be responsible in 
turn for selling, advertising, and product effectiveness: their per¬ 
formances can be measured by such factors as share of market, 
share of customers’ mind and product margins after deducting 
selling costs. Obviously, in a situation like this, none of the 
three managers can trace his success to himself alone; each one 
will be dependent on the others; and consequently, the conven¬ 
tional line-staff distinction will no longer remain valid. 

At this stage we will take up for discussion, the highly con¬ 
troversial issue, viz., market-oriented vs. product-oriented sales 
organisation. A market-oriented organisation structure requires 
the sales force to be organised on the basis of similar markets 
and for all products. The most conventional type of this orga¬ 
nisational structure is geography, region or sales territory-oriented 
structure. Product-oriented sales organisation, on the other 
hand, requires the sales force to be organised on the basis of 
similar products and for the total market, without territorial 
limits. Under such product-oriented organisation structure, there 
are usually several sales managers or marketing managers, in 
charge of respective products, and they operate in the total 
market. 

Many large companies in India have been trying to find which 
one of the two should be the right type of selling organisation. 
Many a company has been making experiments, in this area, lead¬ 
ing to a shift from market-oriented organisation to product- 
oriented one. Market-oriented organisation is relatively an old 
and simple structure. But it often poses practical problems, 
especially when there are many product lines and the products 
are of highly specialised nature. It is difficult for the market- 
oriented salesman to be familiar with all products important to 
his market. As against this, product-oriented organisation has 
oct some distinct advantages, since the salesman would be a 
specialist in respect of certain product or products which he 
handles in all the markets. But sometimes product-oriented 
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organisation may not be the right answer when there are only 
a few products and a few markets, since this type of structure is 
costlier to maintain than the market-oriented type. In conclu¬ 
sion it may be stated that it is the market-oriented rather than 
the product-oriented sales organisation which fits in well with the 
marketing concepts. But unfortunately this is not easy to obtain, 
particularly in diversified and specialised industrial marketing. 

There cannot be any hard and fast rule to determine the right 
type of selling organisation that will suit a particular company. 
This will depend by and large on the nature of the products that 
the company markets, the nature of the markets the company 
operates in and the degree of the effectiveness of its existing or¬ 
ganisation structure. However, there are certain criteria which 
may be adopted with advantage while choosing between the 
market-oriented and product-oriented organisation structures. 
These are: 

(i) Which approach permits the maximum use of special tech¬ 
nical knowledge? 

(ii) Which approach provides the most efficient utilisation of 
machinery, equipment and other facilities? 

(iii) Which approach provides the best hope for obtaining the 
required control and coordination? 

(iv) Which choice will minimize payroll costs as well as var¬ 
ious marketing service costs? 


4. Attributes of )an Effective Marketing Organisation 

A marketing organisation, to be effective, has to be designed 
through such systematic planning as would take care of the as¬ 
pects of organisation like activities, decisions, delegation, com¬ 
munication etc., and exert a positive rather than a negative in¬ 
fluence on the work atmosphere and work relationship. In this 

cSna P erhap s wort hwhile for us to highlight, in the con- 

ding part of our discussion, some of the most important attri- 
outes of an effective marketing organisation 

an , d . foremost is the question of the number of levels and 

possible chain of command desirable in a marketing organisation 

Organisational development experts all over the world have been 

increasingly emphasising the fact that the traditional hierarchical 

or pyramid structure is totally unsuitable under the present day 

complex marketing operations. The traditional organisational 

structure, based on the principles of span of control (an obsolete 

principle in management!), suffers from some basic limitations 
e.g., " ’ 
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(i) It pays the job, not the man; 

(ii) Vital information gets diluted and distorted while travel¬ 

ling through various layers to reach the top man; 

(iii) Communication problem arises mainly because of bureau¬ 
cratic entanglements—many decisions are either hidden or 
lost in the morass of bureaucracy. 

To effectively tackle these problems, marketing organisation 
structure should be a flat one, providing as few levels as possible 
—it should represent more a matrix, a team, than a pyramid. 
Also, the marketing organisation structure should be designed in 
such a way that the distance between the customers and the top 
management is reduced to the minimum. 

Second is the question of directness and simplicity in the or¬ 
ganisation structure. The emphasis should be to motivate as 
many managers as possible by enterpreneurial objectives as dis¬ 
tinct from functional task performance objectives. In marketing 
this means decentralisation of centres of responsibility and dele¬ 
gation of authority to the responsible managers—both in a clear- 
cut, strong and effective manner. 

Lastly, succession planning should be a logical process built 
into the organisational structure. This would ensure suitable 
training and testing of the next generation of managers and 
equipping them with graded experience to progressively shoulder 
increased responsibility. 



Section Four 


MARKETING DECISIONS 

Keeping in view the fact that decision is a choice among 
alternatives, this Section attempts to explain and illustrate 
the various tools and techniques useful in such choice with 
special reference to their application to marketing operations. 
The Section starts with a discussion of the role and impor¬ 
tance of cost analysis in marketing decisions (Chapter 15). 
The next Chapter illustrates a very common but effective set 
of decision-making techniques, viz., break-even analysis and 
cost, volume profit analysis. Chapter 17 dealing with pricing 
policies and decisions attempts to explore, in a detailed 
manner, the various issues connected with pricing in the 
Indian context. Quite a few special pricing problems have 
been covered hero supported by suitable illustrations and 
cases, all drawn from real-life situations. Chapter 18 focuses 
on another important decisional area in marketing, viz., 
product elimination or pruning which is again connected to 
some extent with product introduction and dilution. The 
last Chapter in the Section (Chapter 19) discusses and 
illustrates all the important concepts and techniques of in¬ 
vestment appraisal which form the bed-rock of investment 
decisions, again with special emphasis on their application 
to marketing sphere. 








Chapter 15 


COST ANALYSIS IN MARKETING DECISIONS 

1. Decisional Phenomena of a Business; 2. The Concept 
of Cost Analysis; 3. Some Important Techniques of Cost 
Analysis; 4- A Few Marketing Decisional Problems Invol¬ 
ving Cost Analysis: (A) I.ease out or Sell; (B) Introduc¬ 
tion of New Product; (C) Dropping a Product. (D) Extra¬ 
ordinary Promotional Campaign. 

1. Decisional Phenomena of a business 

While driving a car, if you suddenly find yourself in a blind 
alley, you have no other alternative than to reverse. You can¬ 
not tell your wife or friend by your side that you are taking a 
‘dynamic decision’ of reversing your car! There is no question 
of taking a decision when there is only one alternative left, since 
in such a case it becomes an action. Question of taking a de¬ 
cision therefore arises only when there are two or more alternative 
courses available in tackling a certain problem or handling a 
particular situation. 

Decisions have to be taken in an enterprise mainly with regard 
tc planning and controlling its operations. Decision-making is 
a management prerogative. In fact, managements at different 
levels have to take a wide variety of decisions. All such decisions 
may be grouped into two classes viz., (a) single-shot (or unpro- 
grammed) decisions and (6) repetitive (or programmed) decisions. 
Each single-shot decision is a unique decision in respect of a 
unique problem. All capital expenditure decisions arc of this 
type. Repetitive decisions are those that have to be taken at 
periodic intervals with reference to some repetitive problems or 
aspects of a business. Some examples of repetitive decisions are 
advertisement media selection and expense planning, decisions 
regarding inventory level norms, pricing decisions, decisions about 
optimum product and/or sales-mix, and so on. Any decision, 
whatever be its nature and type, is essentially a leap in the dark. 
It involves some element of forecasting—an estimate of the future 
conditions and circumstances. According to Drucker, modern 
management should be interested not so much in present decisions 
as in the futurity of the present decisions. Though decisions are 
taken with an eye on the future, past is always a never-failing 
guide, especially in respect of repetitive decisions. A proper and 
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systematic analysis of past data would definitely offer a good 
guide to the ‘decision-maker. A right decision at the right time 
cannot be taken simply on the basis of some quantitative data 
and information. There are non-financial or qualitative factors 
as well, which sometimes weigh more heavily than the financial 
or quantitative factors. In fact, a good decision-maker does have 
always before him an array of both financial and non-financial 
factors relevant to a particular decision-making problem. The 
skill of the decision-maker lies primarly in his ability to analyse 
the interdependence and interaction of both these sets of factors, 
especially with regard to their futurity. Barring a few ‘balanced’ 
executives, business houses abound in two types of decision¬ 
makers, viz., the Othello type (those who take decisions without 
thinking and weighing the information) and the Hamlet type 
(those who always think but do not take decisions)—the hasty 
decision-makers and the prisoners of indecision. 

In this Chapter we shall examine how these Othellos and 
Hamlets in business firms can be converted into balanced deci- 
son-makers by providing them with decision-based and purpose¬ 
ful information pertinent to their diverse decisional problems. 
And it is in this context that the concept of cost analysis is very 
important. 

2. The Concept of Cost Analysis 

In Chapters 4 and 8 we have given a bird’s eye-view cf finan¬ 
cial accounting process and basic cost concepts respectively. It 
may be noted in this connection that the financial accounting 
framework of any enterprise is one of rigid and straight-jacket 
type. Even the cost accounting process is by and large of a 
rigid nature for two reasons; first, the recording of costs and 
expenses have to follow the conventional accounting pattern, and 
second, the costing method adopted for a particular firm has to 
be somewhat rigid, although, as we have seen, depending on 
the nature of industries, it is possible to adopt different costing 
methods for cost-finding. Because of the rigidity of the systems 
the data available from the financial accounting and cost account¬ 
ing records would be more or less uniform and. as such, suit 
only some specific but limited purposes. But in a business enter¬ 
prise decision-making problems are many and varied. Therefore, 
there is need for varied types of analyses of the accounting and 
cost data to suit specific decisional problems. This is what v/c 
may call cost analysis. We may indicate here, with advantage, 
certain basic features of cost analysis. These are as follows. 

(i) The purpose of cost analysis is -essentially to generate, 
and subsequently to provide, financial and quantitative data to 
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decision-makers to aid and improve the decision-making process. 

(ii) The scope of cost analysis is almost unlimited. 

(iii) Cost analysis is made with reference to the data available 
from both accounting and cost accounting records and also var¬ 
ious other statistical data not available directly from such account¬ 
ing records. More often than not. these analyses pertain to the 
costs and expenses and, only at limes, to revenues. 

(iv) The types of cost analysis are varied—as varied as the 
decision-making problems of an enterprise. 

(v) Since cost analysis is intended to serve only internal pur¬ 
poses, viz., decision-making, the results of such analyses are not 
subjected to scrutiny by outside authorities, especially auditors. 

(vi) The results of cost analysis need not be accurate. Very 
often in the interest of speed, even approximate results may be 
enough for the specific need. The degree of accuracy to be de¬ 
sired would depend upon the nature of the decision for which 
the cost analysis is made and the timing of such decision. The 
concepts of sensitivity analysis and statistical test of significance 
are relevant in this context. 

(vii) Cost analysis is made using certain tools and techniques. 
These techniques vary from the simplest to the most sophisticated. 
Also, though many of the costing techniques are applied in this 
area, there is no limitation on borrowing techniques from various 
other disciplines like statistics, O & M, industrial engineering 
and operations research. 

3. Some Important Techniques of Cost Analysis 

(i) Fixed and variable cost analysis: The concepts of fixed, vari¬ 
able, semi-fixed and semiwariable costs have already been ex¬ 
plained in Chapter 8. We have also explained there an important 
costing technique, viz., marginal costing, which is based on this 
particular type of cost analysis. Another set of techniques, also 
based on this type of cost analysis, is break even analysis and 
cost volume profit analysis, to which we will devote one com¬ 
plete Chapter, the immediate next one. Nevertheless, we will 
have to refer to this type of cost analysis while discussing some 
decisional problems in the next topic itself. 

(ii) Differencial cost-and incremental revenue analysis: Differ¬ 
ential cost means increase in total cost due to difference in two 
activity levels. It is straightaway obtained by subtracting the 
cost at one level from that at another. It is to be noted that 
differential cost includes variable cost and also fixed cost, if any 
Thus, the difference between marginal cost and differential cost 
arises because marginal cost does not include any fixed cost 
while differential cost does. When fixed cost remains unaffected 
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b> change in activity, both marginal cost and differential cost 
would be the same. Differential cost and incremental revenue 
analysis is helpful in various types of decisional problems (e.g., 
whether or not to accept an additional bulk order at a price lower 
than the existing one, whether to increase the production units 
in a situation when greater supply might bring down the price 
etc.) 

The decision rules to be applied while using this technique are: 

(a) Keep on increasing production|sale as long as the incre¬ 
mental revenue is higher than the differential cost. 

( b ) Stop further increase in activity at the point where the dif¬ 
ferential cost tends to be higher than the incremental re¬ 
venue. 

(e) Fix the level of activity at the optimum point where dif¬ 
ferential cost equals or approximates incremental revenue, 
as this is the point where maximum profit will be earned. 
Any activity planning below this level would mean sacri¬ 
fice of profit and above this level, loss of profit. 

(iii) Relevant cost analysis: This is another technique used wide¬ 
ly in decisional problems. Through a cost relevance study an 
attempt is made to arrive at what is called the relevant cost, i.e., 
the cost (disregarding how much of it is variable and how much 
fixed) relevant to a particular decision. Relevant costing concept 
has wide application in the areas of introduction of new products, 
dropping a product or product line, changing the production pro¬ 
cess, introducing mechanisation to replace manual work, etc. For 
example, when we are considering a proposal to drop a product 
line, a part of the fixed cost in this connection might cease to 
exist after the line is dropped, while a part of it may still con¬ 
tinue to be incurred and shared by other product lines. This fact 
should be considered in arriving at the cost relevant to that 
particular decisional problem. 

(iv) Cast effectiveness analysis: This is another popular techni¬ 
que intended to analyse the effectiveness (in financial or even 
non-financial terms) of a particular cost. Cost effectiveness analy¬ 
sis has two important fields of application: 

( a ) One may be able to find the cheapest means of accompli¬ 
shing a defined objective. For example, there may be a 
number of alternative modes of distribution, with varying 
cost estimates, of the same goods to reach the same custo¬ 
mers. Obviously, that alternative will be chosen which 
ensures the lowest cost. 
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( b ) One may be interested in ensuring the maximum value out 
of a given expenditure in a situation where there is diffi¬ 
culty in exact quantification, in financial terms, of the 
value or the benefits. An example in view may be mea¬ 
suring the effectiveness of advertisement and promotional 
efforts, given a number of alternative media, with the 
same amount of expenses. 

Under both the approaches mentioned above benefits cannot be 
quantified in strict monetary terms. But the point of difference 
between the two approaches is that, in the first case, the benefit 
is fixed but the costs are varied, while in the second case the 
cost is fixed but benefits are varied. 

(v) Opportunity costing technique: Opportunity costing techni¬ 
que is used in selecting the right course of action or decision out 
of two mutually exclusive alternative measures. Usually the 
gains and losses of one such measure become the losses and 
gains respectively of the other measure. An attempt is made to 
find Which of the two ensures a net positive gain, called the 
opportunity gain, and obviously, that particular alternative would 
be chosen. Sometimes a situation may arise in which there are 
only two alternatives quite opposite and mutually exclusive in 
character—acceptance of one would necessarily mean rejection 
of the other. For example, a salesman may have to decide which 
of the two products he would recommend to the (same customer— 
one manufactured by his company and the other an agency pro¬ 
duct, both able to serve the particular customer’s need but having 
different costs, prices and future potentials. In situations like this, 
opportunity costing technique may be used with advantage. The 
alternative which shows a net positive opportunity gain for the 
company should be chosen to the exclusion of the other. 

(vi) Benefit cost analysis: This is a simple technique applicable 
in situations where there are a number of alternatives, not mutally 
exclusive in character (unlike the situation requiring the adop¬ 
tion of opportunity costing techniques). Under benefit cost analysis 
an attempt is made to ascertain the total cost and total benefits 
in respect of each of the alternative decisional problems in a 
given area or to meet a desired objective. In assessing the cost, 
both direct and indirect or associated costs are considered Simi¬ 
lar is the case with benefits. Thereafter, a ratio of benefit to cost 
is computed for each alternative. Obviously, the alternative which 
ensures the highest ratio of benefit to cost would be mit acc^pt , 

This technique may be used, say, in deciding upon priorities 
for allocation of limited resources or marketing efforts when there 
are varied and complex marketing opportunities available 
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(vii) Engineered costs, committed costs and managed costs: 
Engineered costs are those elements of cost for which the right 
or proper amount can be estimated. Direct labour, direct mate¬ 
rial and perhaps most of the costs conventionally called ‘variables’ 
can be treated as engineered costs. The committed costs are the 
inevitable consequences of past commitments. Depreciation, exe¬ 
cutive salary, even rent, etc. are examples of committed costs. 
Managed costs (or discretionary costs) represent those which 
management want to vary within wide limits. Research and 
development, advertisement, accounting and administration costs, 
staff fringe benefits and welfare, etc. fall under this category. 

The above concepts were introduced by Robert A. Antony in 
connection with the evaluation and control of operations under 
profit center system. However, these concepts are also useful in 
the area of effective expense control, especially in marketing 
operations. 

4 A Few Marketing Decisional Problems involving Cost 
Analysis 

(We discuss below the cost analysis involved in a number of 
decisional problems in marketing. The objective is to orient the 
reader to the task of generation of quantitative information 
pertinent to various marketing decisional problems). 

A. Lease Out or Sell: A marketer dealing in a high value 
industrial equipment, say, a material handling equipment, meets 
various customers—some of them being interested in outright 
purchase of the equipment and others on taking it on lease 
against monthly or annual rental. Similar situations arise in 
respect of various construction equipments, computers, automo¬ 
biles, transportation trucks, etc. From the marketer’s angle the 
crucial problem is to determine the rental charges and other 
terms and conditions of lease which would be attactive to the 
customers and, at the same time, not unfavourable to the com¬ 
pany, when compared to the sale of the equipment And for 
that matter, all financial aspects involved in the two alternatives 
have to be thoroughly considered. 

Since there are only two alternatives which are mutually ex¬ 
clusive in character, the cost analysis technique to be adopted 
here is opportunity costing technique. If the leasing alternative 
is considered, the opportunity gain should be the rental charges 
less the depreciation of the equipment. As against this the 
opportunity loss would be the contribution on sale value fore¬ 
gone. In case of sale alternative, however, it will be exactly 
the reverse—contribution on sale value being the opportunity 
gain but lease rental, the opportunity loss. Both these opportu- 
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nity gains and losses have to be worked out after taking into 
consideration the appropriate marketing expenses and other asso¬ 
ciated costs, which would be somewhat different under the two 
alternatives. On a comparison of leasing out as against selling 
if there be a net positive opportunity gain then the leasing alter¬ 
native would be better. If this net opportunity gain is negative 
then selling would be better. An attempt is to be made at this 
stage, by trial and error method, to arrive at the net opportunity 
gain close to zero. This would mean that from the com¬ 
pany’s point of view it would have the same financial impact 
whether the customer chooses to take the equipment on lease 
or buy it outright. 

If the time period for lease ranges for, say. 5 to 10 years, then 
discounted cash flow technique (explained in Chapter 19) has 
to be adopted while working out the opportunity gains or losses. 

B. Introduction of new product: Introduction of new products 
may take either of the two forms, viz., ( a) introduction of add-on 
products or line extension products and ( b ) launching of new 
products or a product line. The technique tc assess the profi¬ 
tability of line extension products is the incremental contribution 
estimates. Usually such incremental contribution is also the profit 
since there may be no addition to fixed overheads in such a 


case. The same technique of contribution analysis would be 
followed in assessing the profitability of a new product line In 
this case, however, the relatable fixed cost (i.e., the fixed cost 
arising directly out of the introduction of the new product line) 
would have to be deducted from the initial contribution to arrive 
at the net incremental contribution from the new product line 
Ihis contribution may again be taken to be an additional profit 
ot the business since its other general fixed costs supposedly 
stand recovered through the sale of other existing products. 

In any such analysis, forecasts of sales, variable costs and 
fixed costs have to be made realistically. Sales forecast would 
result from a market survey and market research. Variable costs 
should be forecast with reference to the existing cost structure 
and cost behaviour in respect of similar products in the company 
and/or other companies. The forecast of fixed costs is intimately 
linked up with the question of capacity proposed to be built up 
for production and marketing. Ordinarily, the fixed cost will 
contain two elements, viz., depreciation on the additional fixed 

a " d in,ercSt wortoglpHal 


,P rop P il ! g a Produc ‘ : The same technique as in B above 

b?to foiddfe ^ Sl , lght modification - The objective should 
oc to find the net gam or loss consequent upon the discontinuance 

° £ a Pr0duct Suchne, gam on„ S s wouW riu|t 



226 


MARKETING DECISIONS 


from the loss in contribution and saving in relatable fixed ex¬ 
penses on the one hand and the greater impact of general fixed 
expenses on the serving products, on the other. 

A comparative table showing side by side the status quo and 
the situation after the proposed discontinuance, like the one given 
below, would be more telling: 


(Rs. Lakhs) 




Status 

Quo 


After 

Dropping C 

Details 

A 

B 

C 

Total 

A 

B 

Total 

Sales 

50 

60 

40 

150 

50 

60 

110 

Contribution 

25 

24 

8 

57 

25 

24 

49 

Direct fixed cost 

4 

5 

3 

12 

4 

5 

9 

General fixed cost 

10 

12 

8 

30 

14 

16 

30 

(apportioned in the 
ratio of sales) 

Profit 

11 

7 

(3) 

15 

7 

3 

10 


In a situation as above the dropping of product C does not 
improve the overall profit position though apparently C is a loss 
product. The total profit in fact comes down by Rs. 5 lacs 
which is equal to the contribution after relatable fixed cost earned 

by C. 

The decision rules in such a situation would be as follows: 


(n) The product should not be dropped as long as the contri¬ 
bution earned by it is adequate to cover the direct fixed 
cost relatable to the product. Therefore, if the direct fixed 
cost is higher than the contribution, the product should 

be dropped. - . . 

( b ) General fixed costs and common expenses, which cannot 
be saved even after a particular product is dropped, have 
no role to play in the decision—the total amount involved 
should be segregated and considered to be the expenses 
of the company as a whole, whether the product is dropped 

or continued. 


D Extraordinary Promotional Campaign: The steps to be 
taken and the techniques to be adopted in.the financial appraisal o 
such a campaign are summarised below: 

(i) A decision-tree or a schematic diagram to identify all the 
decision alternatives and their mter-relationship, 
riil Sales forecasts under each alternative as per (i), 

(ill Ne^contribution (after deduction of both variable costs 
) and relatable fixed expenses) under each alternative. 
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(iv) Application of D.C.F. techniques to find from the results 
in (i^i) the N.P.V. and/or the I.R.R. under each case, taking 
a uniform time horizon; 

(v) Opportunity cost concept (e.g. opportunity loss by way of 
interest on money for promotional outlay, in working out 
iii); 

(vi) Risk analysis in respect of (ii); 

(vii) ‘Roll back concept’ to find the best pay-off alternative 
under (iii). 

Two sets of results would be available, under (iii) and (iv). 
These have then to be studied, weighted and compared against 
norms (e.g., I.R.R.’s against cut-off rate) to identify financially 
the most profitable alternative. Of course, a host of non-financial 
factors (e.g., marketing aspects in this case) will have to be 
considered before a ‘go’ or ‘no go’ decision is taken in this 
respect. 
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BREAK EVEN CONCEPT AND COST VOLUME 

PROFIT ANALYSIS 

1. Conceptual Aspects; 2. The Break Even Chart; 3. Cost 

Volume Profit Analysis; 4. Profit Volume (P.V.) Ratio; 

5. Break Even Analysis in a Multi-Product Situation; 

6. Utility of Break Even Analysis; 7. Limitations of the 

Technique; 8. Concluding Observations. 

1. Conceptual Aspects 

While explaining the marginal costing technique (Chapter 8) 
it was mentioned that contribution (C) is actually contribution 
towards fixed cost (F) and profit (P). In other words, 

C = F-FP or, C — F = P or C — P = F. 

If P = O then C must be equal to F only. This situation is 
called break even point which indicates a no-profit-no-loss situa¬ 
tion. At this point or level the total contribution (C) earned 
is what would be exactly necessary to meet only the total fixed 
expenses (F) of the business. Sales below break even point mean 
incurring loss (a part of fixed expenses remaining unrecovered) 
and sales above the point would enable the business to earn 
profit. It is also important to note that once the break even 
point is reached, all subsequent contributions earned will actually 
' be the profits earned (since total fixed cost stands already re¬ 
covered). 

The difference between the break even sales or activity and 
actual (or projected) sales or activity is called margin of safety. 
Higher the margin of safety, greater is the capacity of the enter¬ 
prise to withstand fluctuations in actual activity diie to internal 
or external reasops. It may be noted in this connection that 
margin of safety and break even point, related as proportions or 
percentages to sales, are complementary, i.e., both will together 
equal 1 or 100 per cent. If margin of safety be 0.4 (40 per cent), 
then break even must be 0.6 (60 per cent), and vice versa. 

Contribution expressed in relation to sales—either unit or total 
—is called P/V ratio (profit volume ratio), usually expressed as 
a percentage. Assuming sale price to be Rs. 100 and contribu¬ 
tion Rs. 40, the P/V ratio would be: 
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Contribution/sales or 40/100 or 0.4 or 40 per cent 
The break even (B.E.) point may be worked out by different 

Total fixed cost 

methods. The simplest one is: ——- 

_ Unit contribution 

Assuming total fixed cost to be Rs. 20 lakhs the B.E. point will 
Rs. 20 lakhs 

be:-- 50.000 units. 

Rs. 40 


. With the help of P/V ratio also, the same result can be obtained 
in terms of sales value. 

„ ^ , Total fixed cost Total fixed cost 

B.E. sales value = --or_ 

P/V ratio 1-Variable cost 

• Sales 

Rs. 20 lakhs Rs. 20 lakhs 


40% 

— Rs. 50 lakhs 


1 —60/100 
= Rs. 50 lakhs. 


Another formula for working out break even sales is- 
FxS 


S — V 

20,00,000 x 100 


100 — 60 
20,00,000 x 100 


S. = Bieak Even Sales Value 
F = total fixed cost 
S = sale price/unit 
V = variable cost/unit 
(marginal cost) 



= 50,00,000 

(Rs. 50 lakhs) 

Let us take an interesting 
Data 


Period (quarter) 

I 

II 


Illustration at this stage: 

S°l es A let profit 

Rs. Lakhs R S . Lakhs 

30 2 

40 6 


Required 

(i) P.V. ratio 

(ii) Fixed cost per quarter 

(iii) 'B.E. sales value per quarter 

(iv) Margin of safety as on quarter II sales 

(v) Sales required in the quarter in to earn a profit of Rs. 10 lakhs 

(vi) Profit expected during the quarter IV, given the sales forecast 
for the period. Rs. 45 lakhs. 
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Workings . 

(i) The crucial stage is to find the P|V ratio. It may be noted 
that, as per the given data, there have been net profits in both the 
quarters. This means that .the total fixed cost per quarter has been 
covered fully in each of the two quarters. It may also be noted that 
all past break even contributions are actually net profits, fixed costs having 
stood already covered at the break even point itself. Therefore, the 
additional net profit of Rs 4 lakhs (6—2) is actually the additional con¬ 
tribution earned on the additional sale of Rs. 10 lakhs (40—30). Thus 
the PjV ratio would be: 


4 


'10 


0.4 or 40% 


(li) Total contribution in 
quarter I 

Therefore, fixed cost 


or 

Total contribution in 
quarter II 

Therefore, fixed cost 


40% of Rs. 30 lakhs 
Rs. 12 lakhs — Rs 

• 

Rs. 10 lakhs 


= Rs. 12 lakhs 
2 lakhs 

(net profit) 


40% of Rs. 40 lakhs = Rs. 16 lakhs 
Rs. 16 lakhs — Rs. 6 lakhs 

(Net profit) 


= Rs. 10 lakhs 

(Note: fixed cost per quarter has to be the same) 


(iii) B. E. sales value 
per quarter 

(iv) Quarter II sales 
B. E. sales 

Margin of safety (M|S) 

M|S as percentage of quarter 


Fixed cost per quarter 


P. V ratio 
Rs. 10 lakhs 

= - = Rs. 25 lakhs 

40% 

= Rs 40 lakhs 
= Rs. 25 iakhs 

— 1 ___ ^ 

= Rs. 15 lakhs 


sales = 15 on 40 — 37.5% 


20 


(Therefore B.E. = 62.5% of the Sales) _ 

(v) Contribution required to earn a profit of Rs. 10 lakhs — s - 

lakhs (i.e., fixed cost Rs. 10 lakhs + profit Rs 10 lakhs) 

Contribution required Rs. 20 lakhs 

0 . • . ___ = Rs. 50 lakhs 

Sales required =?-— 


P. V. ratio 


40% 



BREAK EVEN CONCEPT AND COST VOLUME PROFIT ANALYSIS 231 


Alternatively % sales required = B. E. sales + additional sales required 
for a contribution of Rs. 10 lakhs 

Rs. 10 lakhs 

= Rs. 25 lakhs -J-= Rs. 50 lakhs 

40% 

(vi) Contribution to be earned on Rs. 45 lakhs sales 
= Rs. 18 lakhs. Therefore, net profit = Rs. 18 lakhs 
= Rs. 8 lakhs 

At this stage we may take a few more illustrations 

Illustration, (ii) 

I. Summarised Profit|Loss Account for the year ended on 31-12-19X8 

Figures Rs. Lakhs 


Sale (4 lakh units @ Rs. 100 each) 400 

Variable cost of sales 300 

Contribution margin 100 

Total fixed expenses 50 

Profit before tax (PBT) 50 

Tax @ 60% 30 

Profit after tax (PAT) 20 


n. For the year 19X9 (i.e 1-1-19X9 to 31-12-19X9) the company has 
projected its operations as follows: 

(i) Sales: 5 lakhs units @ Rs. 100 each 

(ii) Proportion of variable cost of sales to sales: unchanged 

(iii) Total fixed expenses: to go up to Rs 55 lakhs 

Required 

(i) The break even sales (unit and value) for 19X8 

(ii) The break even sales (units and value) for 19X9 

(iii) Why is there a difference in the break even sales between the two 
years? 

(ivL What would the revised P|V ratio be if the Company were to 
achieve in 19X9 a break even situation at the same break even 
sales value as 19X8. 

(v) To achieve the revised P|V ratio as per (iv) above through price 
revision, what would be the revised price in 19X9? 

(vi) To achieve the revised P|V ratio as per (iv) above through changes 
in variable costs of sales, what would bp th<? revised variable post 
of sales per unit ip \9X9f 


= 40% of 
Rs. 45 lakhs 
— Rs. 10 lakhs 
(fixed cost) 
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Workings: 

Rs. 50 lakhs (total fixed cost) 

(i) BE. sales: 19X8 — Units -— 

Rs. 25 (contribution|unit) 

= Rs, 2 lakhs 

Rs. 50 lakhs (total fixed cost) 

Value: - 

25% (P. V. ratio) 

= Rs 200 lakhs 

55 lakhs 

(ii) B E. sales: 19X9 : Unit : - = 2.2 lakhs 

Rs 25 

Rs. 55 lakhs 

Value:-= Rs. 220 lakhs 

25% 

0 

(iii) Since there is no change in P|V ratio, the only reason for the 
difference in the B.E sales between the two years is the increase in total 
fixed expenses by Rs. 5 lakhs in 19X9 over that in 19X8. 

Rs. 5 lakhs 

Check; - = 20,000 units 

Rs. 25 

Rs. 5 lakhs 

or - = Rs. 20 lakhs 

25% 

(iv) To achieve B E. at a sale of Rs. 200 lakhs, with Rs. 55 lakhs of 
total fixed expenses, the revised P|V ratio would be: 

Rs. 55 lakhs . 

__ Rs. 200 Lakhs (X = P|V Ra'.o) 

X 

X = 27.5% 

(v) Let the revised price be P. 
then P — 75 = 27.5% of P 

P = Rs. 103.44 (App.) 

(vi) The revised variable cost of sales per unit would be 

100 — 27.5 = Rs. 72.5 

Illustration (iii) 

The following statement is an analysis of the expected cost structure 
of the sales budget for the year 31st December 19X5. 


addition to 
original B E. 
level 
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Direct materials 

Direct wages 

Works overheads: variable 

fixed ■ 

Administration and sales expenses 

variable 

fixed 


% (on sales) 


26 

16 

12 


4 

6 


94 


After four months, it is evident that the sales target is over optimistic 
and it is now estimated that the full year’s sales will total Rs. 6,30,000 
representing 75 per cent of the volume provided for in the budget. Cal¬ 
culate the break even point (value)—both as per original budget and as 
revised. 

Notes to Workings: 


On the basis of the originally budgeted sales value. 


percentage 


Profit 

Total fixed cost 
Total variable cost 


6 

18 

76 


Original 

Rs. 

1. Sales value 8,40,000 

2. Variable or marginal. cost of 

Sales @ 76% *1 6,38,400 


3. Contribution 2,01,600 (24%) 

4. Break Even Sales Value 

Total Fixed Expenses *2 1,51,200 


P|V Ratio 


24% 

6,30,000 


There is no change in the B.E. Sales Value 


100 

Revised 

Rs. 

6,30,000 

4,78,800 

1,51,200 (24%) 

1,51,200 

24% 

6,30,000 


* 1 Direct Material 30 -j- Direct Wages 26 4- Works overheads 
16 4- Admimin. & Sales Exp.' 4 = Total 76 
*2 Total Fixed Expenses = 18% of Rs. 8,40.000 =* 1.51.200 
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Illustration (iv) 

Consider the two businesses with the following unit prices and fixed 
and variable costs. 


Business A 

Selling price|unit Re. 1.00 

Variable cost|unit Re. 0.80 

Fixed cost of operations|year Rs. 5,000 


Business B 
Re. 1.00 
Re. 0.04 
Rs. 24,000 


(i) Calculate the break-even point of each business unit. 

(ii) Compute the profits of each business if sales in units are 10% 
above the break-even point. 

(iii) Which business would fare better if 'market collapsed and the 
price for unit fell to Rs. 0.85? Why? 


Workings 




Business A 

Business B 



Rs 

• 

■ Rs. 

(i) 

Break even point in units 


• , 


Fixed cost 

Rs. 5,000 

Rs. 24,000 


Contributionjunit 

Rs. 0.20 

Rs. 0.96 


zzz 

25,000 

= 25,000 

(ii) 

Profit if sales in units are 
10% above the B.E. point 

Rs. 500 

Rs. 2,400 


(Rs. 

0.20 X 2500 

(Rs. 0.96 X 2500 



units) 

units) 

(iii) 

When price drops to 0.85 
the revised B E. point 

Rs. 5,000 

Rs. 24,000 


0.05 

0.81 

would be 


— 

1,00,000 units 

29,630 units 


Under this situation and also when market collapses business B will 
fare better than Business A, due to its (B’s) lower B.E. point. 


2. The Break Even Chart 

There are various ways of drawing a break even chart to show 
P/V ratio, margin of safety, break even point, profit, etc. The 
most popular and usual chart is given on the opposite page: 

While drawing a break even chart as above there are three 
input data required, viz., 

(i) Fixed cost — this is represented by a horizontal line 
<ii) Variable cost — the line starts from the point where t 
fixed cost line is drawn. The curve indicates both the an 
bles, cost ‘slope’ and also the total cost, at any point Qi 
the curve (measured on Y-axis) 
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£& = Angle of Incidence 

indicoflng P/V Polio 
or Proflfobilify 
OS = Soles Line 
PV c vorioble Cost Line 
(Also Totol Cost) 

O s Breok Even Point 
ON - 8reok Even Soles 
(In Units ) 

OM « Existing Soles 
(fn Units) 


O OUTPUT t PRODUCTION = SALES ) —UNITS M X 

N 

(iii) Sales value—Sales units multiplied by sale price per unit. 
(Incidentally, under the break even concept, quantity of 
production and sales are assumed to be the same). 

After the break even chart is drawn, there are four output 
results, viz., 

(i) Break even point—This is given by the intersection bet¬ 
ween the sales line and the variable cost line. The break 
even point measured on the X-axis will indicate the break 
even unit and on the Y-axis, the break even sales value. 

(ii) Margin of safety—This is the difference between the 
actual sales and the break even sales—can also be mea¬ 
sured both in units (X-axis) and in value (Y--axis). 

(iii) P/V Ratio—This is the trigonometrical measure of the 
angle of incidence created by the intersection of sales line 
and variable cost line. (This measurement being a little 
difficult, particularly for people not having good mathe¬ 
matical background, it would be advisable to measure P/V 
ratio algebraically, as shown later.) 

(iv) The absolute profit—This is measured on the Y-axis_the 

difference between the two points, viz., the actual sales 
point and the point where variable cost line ends 



3. Cost Volume Profit Analysis 

On an analysis of the break <?ven chart, the following facts 

would be <?Icar; 
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Change Impact/effect 


(i) In fixed cost : 

(a) Increase 

— B. E. units—increase, 
P/V ratio—same, 
margin of safety— 
decrease, profit— 
decrease. 


(b) Decrease 

— The reverse of above 
(in each case) 

(ii) In variable 

(a) Increase 

— B. E. units—increase. 

cost : 


P/V ratio—decrease, 
margin of safety— 
decrease, profit— 
decrease. 


(b) Decrease 

— The reverse of above 

(iii) In sale price : 

(a) Increase 

— B. E. units—decrease, 
P/V ratio—increase, 
margin of safety— 
increase, profit— 
increase. 


(b) Decrease 

— The reverse of above 


(iv) In sale units : (a) Increase — Margin of safety & 

profit—increase 
(others, no change) 
(b) Decrease — Margin of safety & 

Profit—decrease 
(others, no change) 


Each of the above changes is considered in isolation and under 
the assumption of ceteris paribus (other things remaining the 
same). However, it would not be difficult to envisage and re¬ 
flect in a break even chart the changes taking place simultaneously 
in a number of factors, which is the situation obtaining in real 
life. For example, we may have to study the implication of the 
following changes at one and the same time, viz., an increase 
in fixed cost, a decrease in variable cost (due to improved tech¬ 
nology and consequent increase in fixed cost), a decrease in sale 
price (to market the increased output), and also higher unit sales 
(resulting from reduction in sale price). Such changes, whether 
one or many at a time, can be easily studied and understood 

with the help of break even charts. . 

Cost Volume Profit ( C.V.P •) Analysis means any analysis to 
study the effect or impact on Cost and Profit of changes m volume 
and vice versa (as indicated above). In fact Break even Analysis 
and C.V.P. Analysis are rightly considered as synonymous. 
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4. Profit Volume (P.V.) Ratio 

P. V. ratio is a ratio showing the relation between contribution 
and sales, expressed usually as a percentage. The ratio is worked 
out on the principle of marginal costing. It indicates the con¬ 
tribution generating capacity of the business oi any of its sub¬ 
units (e.g., a division or a product). 

Symbolically, 

C 

P.V. ratio = - x 100 

S.V 

S.V.-M.C. 

= - x 100 

S.V. 

Where, C =. Contribution (= sale value—marginal cost) 

S.V. = sales value 

Sometimes SV-MC, representing contribution, is denoted by 
K. Thus P.V. ratio 

K 

= -x 100 

S.V. 

As illustrated earlier (in Chapter 6), P/V ratio and margin 
of safety are interconnected, since these two ratios are actually the 
two components of net profit ratio. To recapitulate: 

XT _ Net profit Contribution Net profit 

Net profit ratio = - = —_X _ 

Sales Sales Contribution 

— P/V ratio X margin of safety 
Uses of P/V ratio: 

1. P/V ratio indicates the profit generating capacity of the 

business. The ratio is not affected by the actual volume 

of production or sale. The reliability of P.V. ratio as an 

mdex of efficiency should be judged taking into account. 

however, the volume of activity vis-a-vis the installed 
capacity. 

2. The P.V. ratio also-shows the variable cost of the product 

for any volume of sales. If P.V. ratio is taken to be R 
tnen, 
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S—V 

R = - where = S = sales value 

S V = variable cost 

orR xS = S - V or S - V = RSorV = S — RS or 

V = S <1—R) 

Thus V is immediately obtained by taking the difference 
of R from unit (1) and multiplying the results by S. To 
be precise, P.V. ratio and marginal cost, related as pro¬ 
portions to sales, are complementary—both equal 1 or 
ICO percent. 

3. Pricing based on P.V. ratio is very simple to work out 
and easy to apply. For example, if variable cost (V) is 
Rs. 30 and expected P.V. ratio is 40%, then the selling 
price (S) would be Rs. 50. worked out as follows- 

V 30 

1-P]V ratio or 1-= 0.4 or S — 30 = 0.4S or 

S S 

0.6S = 30 or S = 50. 

4. A comparison of P.V. ratios among different product 
groups in the same company or even in different similar 
companies would highlight the profitable sales area by 
showing the product group or groups making the larger 
contribution towards profit. 

5. P.V. Ratio also helps decisions regarding optimum volume 
of production to be adopted for a particular line of product. 

It should be noted, however, that P.V. ratio does not by itself 
show the management the right path. It should be combined 
with other relevant factors, viz., margfri of safety, the sale price, 
the fixed costs, the installed capacity, etc. 


5. Break Even Analysis in a Multi-Product Situation 

Let us lake a simple illustration to show how the break even 
sales for the business as a whole can be worked out in-a multi- 
product situation. 


Sales (Rs Lakhs) 


Contri- _ ,, . 
butioa < Rs ' Lakh5) 


Product 


P,v 

Products 

/ Cumu¬ 

Product- 

Cumu¬ 

Ratio 

wise 

li iati\ 

wise 

lative 

** 

50% 

10 

10 

5 

5 

40% 

20 

30 

8 

J * 

20% 

20 

50 

4 

17 


A 

B 

C 
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17 

Composite P/V ratio = - = 34% 

50 

% 

Total fixed cost of the business = Rs. 8.5 lakhs (assumed). 

8.5 lakhs 

Thus B.E. sales =-= Rs. 25 lakhs. 

34% 

Following a similar approach, B E. units also can be worked 

Fixed cost 

out by using the formula : B.E. units = -- 

Weighted average contribu¬ 
tion per unit. 

If, for example, the unit sales in the above illustration are 
assumed to be 2 lakhs for A, 4 lakhs for B, and 4 lakhs for C, 
then the weighted average contribution would be Rs. 1.70. worked 
out as follows: 


• 

Unit sales 
Lakhs 

Total sales 
Rs. lakhs 

Unit price 
Rs 

• 

Unit contri¬ 
bution 

Rs. 

Weighted 

contri¬ 

bution 


1 

2 

3 

4 

1x4 






6 

A 

2 

10 

5 

2.5 

5 

B 

4 

20 

5 

2.0 

8 

C 

4 

20 

5 

1.0 

4 


10 17 


17 

Weighted Average Contribution =-= Rs. 1.70 

10 

Rs. 8.5 lakhs 

Accordingly, the B.E. units will be = - = 5 lakhs 

Rs. 1.70 

(Check, B.E. sale value = Rs. 25 lakhs = 5 lakh units x Rs. 5 
per unit) 

The break even sales under the above situation can also be 
graphically represented as shown below: • 
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The concept of composite P/V ratio is based on a given sales- 
mix. Thus if the sales mix changes, as it does happen in reality, 
the composite P/V ratio will change and, consequently, so will 
the break even sales. 

In the end, it must be noted that this approach to working 
out the break even sales of more than one product, can at best 
be a rough and ready approach—only to get a broad idea about 
the break even sales. And this is in fact one of the limitations 
of break even analysis. 

6. Utility of Break Even Analysis 

Break even analysis is useful to a management in studying 
incidence of cost at varying levels of output and sales. A break 
even chart gives an indication of the situation the company is 
passing through and helps in chalking out its future path by 
highlighting inter alia (A) the margin of safety, (B) effects on 
profit of changes in price, variables costs, fixed costs and sales 
volume and (Q product mix and product selectivity. 

A. The Margin of Safety: 

If the current activity level discloses a poor margin of safety, 
the management would have to think of taking any one or more 
of the following decisions: 

(i) Increase activity or sales volume 

(ii) Reduce variable costs 

(iii) Reduce fixed costs 

(iv) Increase selling price 
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Which of the above steps (or what sort of combination of 
these) the management would take will depend by and large 
upon numerous factors—scale of operation, elasticity of demand, 
market potential, to name but a few. 

Basically, an unfavourable margin of safety may be due to 
two reasons. First, it may be due to a very high fixed cost and/ 
or variable cost per unit, resulting in shifting the B.E.P. upward 
and thus reducing the margin of safety. To improve the position 
in such a situation attempts should be made to 1 educe fixed 
costs and/or variable costs per unit, by eliminating diseconomies, 
wastages and inefficiencies. 

The second cause may be lower sales volume or value resulting 
in an unfavourable margin of safety. To rectify the situation 
attempts should be made to increase sales value by adopting a 
suitable marketing strategy (including a massive advertisement 
campaign, if necessary), reducing sales price for higher volumes 
and increasing sales price for higher value, and so on It may 
sometimes be necessary to diversify products and enter into new 
product lines with higher gross contribution and lesser fixed costs. 

A study of the break even chart in general and the margin 
of safety in particular would enable the management to adopt 
any one or more of the courses laid down above to maximise 
profit and ensure stability and growth. 

B. Effects on Profit, etc.: 

Situations may arise when 

{i) prices may have to be reduced due to severe competition; 

(ii) prices may have to be reduced to get established in the 
export market; 

(iii) prices may be increased without facing appreciable drop 
in sales; 

(iv) variable cost increase is unavoidable due to increase in 
prices of raw materials, increase in labour cates due to 
wage awards, etc.; 

(v) reduction of variable cost is possible due to mechanisa¬ 
tion, a change in production process, etc.; 

(vi) fixed costs may be increased due to expansion, mechani¬ 
sation, etc.; 

(vii) fixed costs may be decreased through economy drive- 

(viii) there may be a drop in sales value due to recession, emer¬ 
gence of new competitors, etc.; 

(ix) a greater sales potential may be visualised; and 

(x) prices get frozen due to governmental restrictions 
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The list is enumerative but not exhaustive. But a break even 
chart demonstrates clearly to the management the impact and 
incidence of all such changes and situations on profitability and 
in doing so aids the management in taking the right decision at 
the right time. 

C. Product mix and product selectivity: 

Sometimes an occasion may arise when the management has 
to choose between alternative product mixes. This may be due 
to some changes in consumer tastes, shortage of materials, changes 
in manufacturing methods, etc. The management will then have 
to study the effect of alternative product mixes on profit. Break 
even charts are prepared for the various alternative mixes and 
they become a valuable guide to management in deciding on the 
selection of a particular product mix which ensures maximum 
contribution. 


7. Limitations of the Technique 

The break even analysis has several limitations too: 

(i) Over-simplification: Even a casual study of the behaviour 
of costs reflects that they behave in different ways. The least 
that can be said is that such behaviour is neither linear nor homo¬ 
geneous. “The division of costs in categories of fixed and direct¬ 
ly variable is a dangerous assumption and misused concept, a 
veritable myth under the searchlight of considered analysis, 
(John Sizer in his article “Marginal Costing—Caution” quoting 
Rolf Wayer). Because of the over-simplification in the classifica¬ 
tion and projection of costs at various levels of activities, break 
even charts have, to some extent, lost ground to linear program¬ 
ming. But, it is mainly due to this over-simplification only that 

break even chart has become so popular. 

(ii) Inaccuracies: In drawing a break even chart, we have to 

make the following basic assumptions: (1) Fixed ^ jou d re¬ 
main fixed, (2) variable costs are truly variably <3) PJpd^on 

and sales are equal, (4) all costs can be segregated into fixed ana 
variable costs, (5) sales mix will remain unchanged^ selling 
nrice will not change with changes in volume, (7) there is no 
(or at leasf there is uniform time-lag) between prcxluc- 

tion and sales. Inaccuracies will surely arise if 

more of these basic conditions change, and in reality they do 

Cl flSf Rigidity: A break even chart is by itself rigid, there being 
no lpe ot Indicating in one chart the effects of different product 

mixes. 
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(iii) range of substitutes available, 

(iv) income group of consumers, and 

(v) consumers’ habits and preferences. 


Another factor, no less important, is elasticity of supply. From 
a common sense point of view, price tends to come down when 
supply of a commodity is greater than its demand, and vice- 
versa. From an enterprise point of view adjustment of supplies 
to market requirements may or may not be possible, at least to 
the extent required. In the case of agricultural products, there 
is very little scope of regulation of supply according to demand. 
However, in case of manufactured goods, some such regulation 
is possible through sales forecast. Sales forecast again is subject 
to such limitations as error in forecasting and maladjustment 
caused by unforseen factors. 

Last but not the least, market conditions broadly determine 
prices There are two hypothetically extreme market conditions, 
namely, pure monopoly and perfect competition. Within the 
range of these two extremes, a wide variety of market conditions 
prevail in respect of various commodities and services. Some 
examples are oligopoly (including duopoly), monopsony, mono- 
pohstic competition and any sort of imperfect competition 

Market condition influences inter alia 


(i) control over price, 

(ii) restriction of output, 

(iii) adjustment between supply and demand, 

(iv) price discrimination, 

(v) price warfare, 

(vi) price cartels, 

(vii) cost reduction, 

(viii) diversification, 

and all such factors influence pricing too. 


A 


3. The Businessman’s Dilemma 

More often than not problems relating to pricing baffle the 
businessman. And in quite a few situations he literally faces a 
dilemma. Let us look at some of the pricing prob tons thatTon- 
front the management of an enterprise P at con 

L High-price-low-volume vs. low-peicchigh-volume- While 
profit may be maximised under any of these situations, at leastin 
the short run. ,t is extremely difficult to suggest a longterm 

soI “"° n , to ,h ' s dilemma—whether to go tor lower unit profit 
with higher volume or the reverse. The reason is it all deiLnds 
en ft number of factors, both external and internal, ^ 
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2. Uniform end selling iprice vs. discriminating prices- Both 
have advantages and disadvantages. More important is the ques¬ 
tion of practicability in the area of operation, besides the ques¬ 
tion of profitability through price discrimination. There cannot 
be any unidimensional approach here also. 

3. ‘Cost plus’ bas:s of pricing: This is a widely talked of con¬ 
cept. Moreover, in its ultimate analysis, price has to be cost- 
based, directly or indirectly. Price and cost cannot afford to 
remain unrelated to each other for long. But some pertinent 
questions that might arise are: 

What is cost? 

Is it historical cost, standard cost, or marginal cost? 

Should it include the cost of idle capacity and of excess capa¬ 
city too? 

However some may argue to substantiate that ‘cost is a fact’ 
within a certain range, cost is only what the cost accountant re¬ 
ports it to be! 

4. Price revision: Consequent upon cost escalation, imposition 
of special tax, duty, etc., price revision may have to be effected. 
Sometimes, because of marketing considerations, e.g., competitors’ 
pricing strategy, revision in existing prices, upward or down¬ 
ward, may be necessary. A number of problems arise in deter¬ 
mining the quantum of any price revision, if not in a change in 
the pricing policy itself. Any wrong decision in this area may 
turn out to be suicidal. 

5. Governmental price regulation and control: Sometimes price 
freeze may be resorted to by Government on the basis of histori¬ 
cal cost data and with greater emphasis on social aspects. Mainte¬ 
nance of profitability in such a situation becomes extremely diffi¬ 
cult. although the enterprise makes efforts to this end by way 
of changes in sales-mix, cost reduction measures, etc. (In a later 
section, we shall deal with this topic under the Indian context.) 

4. Cost and Management Accountant’s Role 

Cost and management accountants do not per se take any 
pricing decisions. Pricing is the domain of top management or 
marketing management. But they can definitely help the operat¬ 
ing management in such decisions in various ways. First, t ey 
can help pricing decisions by enabling the management in striking 
a balance between the various approaches mentioned earlier. 
Second, they can make available to the management aU purple- 
based and decision-oriented data and information Third 
can caution the management on pricing pitfalls well in ad 
atleast before any wrong decision is implemented. 
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The functions of cost and management accountants in aiding 
pricing decisions are briefly outlined below: 

(i) cost ascertainment (marginal cost, total cost, etc.); 

(ii) estimating for quotations; 

(iii) studying product profitability with discriminating prices; 

(iv) studying profits on various sales, mixes; 

(v) studying return on capital employed at various activity 
levels: 

(vi) studying separately returns on fixed assets and working 
capital; 

(vii) studying effect of inventories on product-cost; and 

(viii) studying the impact of cost of finance on cost or price. 

Such accountants should also caution management specially 
on the following pricing pitfalls: 

(i) historical cost vis-a-vis replacement cost as the basis of 
pricing; 

(ii) sales at or below marginal cost—problem of recovery of 

fixed overhead; 

(iii) effect on unit cost of substantial change in volume; 

(iv) unscientific apportionment of total costs to joint products 
and by-products for the purpose of pricing. 

5. Various Bases of Price Determination 

We will discuss at this stage the various bases, methods and 
techniques of determining ultimate selling prices of products. 
These would range from the conventional to the more sophisti¬ 
cated approaches. However, while discussing these, we will not 
consider the specific types of products or markets, since our 
emphasis here will be primarily costing and financial. Obviously, 
in real life situations, suitable modifications have to be made in 
the results based on these approaches, paying due attention to 
the nature of the product and the market in each specific case. 

(i) ‘Full cost plu£’ pricing: This is perhaps the most conventional 
method of pricing under which the final price of a product is 
determined after adding some mark-up (in quantum or as per¬ 
centage) to the full cost or total cost of the product. If the ex- 
factory cost is taken for the purpose, the mark-up is so deter¬ 
mined as to cover the other costs and expenses (including 
marketing expenses, finance costs, etc.). If on the othei hand 
aU such other costs and expenses are included in the total cost, 
then the mark-up is intended to cover only the profit margin. 
In eiflier case, however, the indirect taxes like excise duty, sales 
tax, etc., and godown and forwarding expenses should be added 
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to the price initially arrived at, to recover these elements from 
(he customers through the final price. The basic requirement 
for adopting this method of pricing is the availability of reliable 
cost data. However, the biggest limitation of this method is it 
is almost impossible to study and give effect to in the pricing, the 
impact of fixed expenses due to changes in volume of sales. As 
it is well known, the total cost per unit itself changes depending 
on the volume of production or sales. 

_ (ii) Marginal cost based pricing: This is ,an improved method. 
The approach is more or less the same as in the earlier one ex¬ 
plained above. But there are two points of difference, viz., (a) 
marginal cost of sales is taken into consideration instead of the 
total or full cost; (h) instead of mark-up. contribution is added 
to the marginal cost to arrive at the price. The other elements, 
viz., indirect taxes, godown and forwarding charges, etc. will have 
to be treated in the same manner as indicated above. This 
method also requires reliable cost data (especially estimates of 
marginal cost) as in the earlier case. However, the biggest limi¬ 
tation of the earlier method is not applicable to this method. 
The fluctuation in cost due to variations in volume is ruled out 
when we base our pricing upon marginal cost instead of total 
cost. 

The crucial factor in this method of pricing is the determina¬ 
tion of contribution to be added to the marginal cost. There 
are two main ways in this respect and accordingly, there are 
two methods of marginal cost based pricing, viz., 

A. Marginal cost plus contribution quantum based pricing- 
under this approach a certain quantum of contribution (in 
rupees) is added to the marginal cost in arriving at the 
price. 

B. P. V. ratio based pricing—here instead of adding contri- 
bution as a quantum, a certain rate of contribution (in 
percentage) is added to the marginal cost to arrive at the 
price. This method has been explained with a simple 
illustration while discussing break even concept in the 
previous Chapter. To recapitulate the working: 

S—V V 

P/V ratio = C/S = -= 1-Where S = sale price 

S S per unit 

V = variable cost 
per unit 

Q = contribution 

per unit 
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If V is Rs. 60 and P/V ratio is 40%, 

60 

then, 1-= 40% or S = Rs. 100. 


Whatever approach about contribution is adopted, one has to 
make sure that the contribution so added will be adequate to 
cover approximate fixed expenses—both relatable aiid general 
fixed expenses—and leave some surplus or profit. 

(iii) ROI and cost of capital based pric'ng: This method is 
more refined than even the marginal cost based pricing. Of course, 
marginal cost data may be and should be made use of in this 
method also. But the problem of correctly determining the 
quantum or rate of contribution required is automatically solved 
by adopting the ROI. Return on investment again is r.otfv'ng but 
the composite cost of capital of a company which takes into 
account the cost of both own capital and loan capital This is 
why, ROI based pricing can also be called cost of capital based 
pricing.. To explain this method of arriving at selling price we 
are taking, by way of illustration, a real life pricing case with 
some changes only in the data. We will make use of marginal 
cost data also for this purposfc. 

RRB LTD. — A CASE STUDY ON PRICING 

This is the case of a one-product and one-customer plant of a 
particular company. The product manufactured by the plant being of 
national importance and the only customer being a public sector undcr- 
taking the Government of India have introduced some control over 
profit through a suitable price control system 

TTie company has been offered by the Government two options re¬ 
garding the fair return’ or expected ROI. These are: 

(a) Profit before interest and tax on total capital employed (Total 

capital employed _ Net fixed assets plus net working capital) 
— 16 per cent (maximum). 

(b) Profit after tax on net worth (Net worth = equity share capital 
plus reserves) — 9 per cent (maximum). 

t .T 1 ** totaI . c . apitaJ employed of the company is estimated at Rs 13S 

fn^ S ’,h 0mP r S ’, n i net u Cd 3SSetS R * 75 ,akhs and nct working capital 

tobd ~ C ?T al b i Ut rt d °r Governmcnt norms ) Rs. 60 lakhs. This 
total capital employed has been financed 4s own capital (equity nl us 

reserves) Rs. 45 lakhs and loan capita! or borrowings Rs. 90 lakhs. 

The plant has got a licensed production capacity of 3000 units The 
installed capacity being a little higher, depending on the needs of the 
«H5t9IRCr f the actual produtfiw S0«1^ be 3000+10 per certf V n»t8. At 
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the optimum capacity utilisation of 3000 units the relevant cost figures 
arc as follows: 


Rs. Lakhs 


(i) Total variable cost 100 

(ii) Total fixed cost (excluding interest) 80 • 

(iii) Interest on borrowings (at 15.5 per cent approx.) 14 


Total 194 


We have to determine: 

(a) Which of the two options, as regards the ROI, the company 
should choose? 

(b) What should be the price per unit of the product under each of 
the two ROI norms allowed by the Government and under the 
assumption of three levels of capacity utilisation, viz., 3000, 3300, 
and 2700 units? 


Profits (earnings) before 
interest & tax 
Less interest 
Profit before tax: I 

Profit after tax 

Profit before tax (assuming tax 
@ 60%): II 


(Figures in Rs. Lakhs) 


R.O.I. 

Alternative l 
(.Ebit = 16% 
on capital 
employed) 


R.O.I. 

Alternative II 
(P.A.T. = 9% 
on net worth) 


22 

14 

8 


4 

10 


A. Production /Sales 3000 units 
Variable cost 
Fixed cost 
Interest 
profit 


Selling price per unit 


100 

100 

80 

80 

14 

14 

8 

10 

202 

204 

Rs. 6733 

Rs. 6800 
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Trade sales 

Govt, sales 

Unit sales 

30,000 

40,000 

Price per unit (Rs.) 

no 

93 

Standard cost (variable) including 
excise duty 

75 

75 

Gross contribution per unit 

35 

18 

Variable marketing expenses 
per unit (incl. distribution) 

10 

5 

Net contribution per unit 

25 

13 

Total net contribution 

Rs. 7,50,000 

Rs. 5,20,000 

P. V. ratio 

22.7% 

14.0% 


Note: No -excise duty refund was attempted in 19X3-X4 on sale 
of this product to Government of India 

F. The Marketing Services Department has got a separate Section for 
handling Government sales. The annual fixed expenses of this Sec¬ 
tion vis-a-vis that of the total marketing services, as per 19X3-X4 
figures, are as follows: 


Turnover (Rs. Lakhs) 

Fixed Expenses (Rs. Lakhs) 


trtw. sales 
Section 


100 


total for 
marketing 
services 

1,000 

100 


G. Total fixed expenses for the factory in 19X3-X4: Rs. 20 lakhs 
and that in General Administration and Accounts Department: 
Rs 10 lakhs. The total profit before tax Rs. 1 crore in 19X3-X4. 

The Marketing Services Department likes to formulate a plan for 
approval of the top management before it goes to quote for the product. 

The objectives are to get the order and to optimise profits under 
the situation. 

.. , L ? “ ‘ d ° pt a ,ogical “PProach towards developing the price on 
behalf of the company under the facts and situations given above It 
' to be noted, however, that this is only one approach-there could 

be yanous other approaches in handling the same problem, as it should 
oe in any case study. 
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Variable Cost of Sales (per unit) 


Rs. 

Variable cost of product (as per last year) 


75 

Less excise duty 


10 



65 

Add escalation (@ 20%) 


13 



78 

Add marketing exp. (Variable) 

5 


Excise duty 

10 

15 

Projected variable cost of sales 


93 

(With excise duty) 



Rock Bottom or Break Even Price (With Excise Duly) 



X = 93 — 10% (20 — X) 
or X = 91 

Check, Price: 91 

Add E. D. refund 2 

10% (110-91) - 

♦ 

Marginal cost 93 

3. Price at the same profitability as last year’s (i.e. P/V ratio: 14%) 

X — 91 

- = 14% X = 106 

X 

Check, Price: 106 

Less rock bottom cost 91 

Contribution 15 

P|V ratio 14% (i.e. 15 on 106) 

4. Price at the same quantum of coniribuCion as last year’s: 

Unit contribution required r Rs. 5,20,000 

50,000 

, = Rs. 10.40 

Price = 91 + 10.40 

= 101.40 Say Rs. 102.00 
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5. Price Expected to be quoted by the nearest competition: 


Price with E.D. 

Less E.D. 

Last year with 20% 
escalation 

95.00 

10.00 

with 10% 
escalation 


85.00 112.00 103.50 

(85 X 1-2 X 10) (85 X 1.1 + 10) 


<*• Range of Pricing as per above 


(i) Rs. 91 to Rs. 106 (Nos 2 and 3 above) 

(ii) Rs. 95 to Rs 102 (Last year’s price and No. 4 above) 

Note: The range is shortened under (ii) 

7. ‘Expected Price’ after assigning subjective probabilities to the various 
sale price alternatives within the range as per 6(H) 


(i) Sale price (Rs.) 95.00 

(ii) Probability 0.35 

(iii) Value (i) x (ii) 33.25 

(iv) Expected value (total of iii) 

(v) Cost of sales (Rs.) 91.00 

(vi) Contribution (Rs.) (i — v) 4.00 

(vii) Expected total contribution 


excise duty) 

8. Other, including non-financial, factors: 


Figures per 

unit 


97.00 

99.00 


102.00 

0.30 

0.25 


0.10 

29.10 

24.75 


1020 

Rs. 9730 

92.00 

92.00 


92-00 

5.00 

700 


10.00 

Rs. 5.65 

or say, Rs. 

98.00 per 

unit 

(with 


(0 

(ii) 

ChO 

fiv) 


The fact that through sales to Government there is likely to be 
a boost in trade sales, since a part of such sales are triggered 
off by hospitals and institutions; 

The fact of optimisation of revenue|contribution, as well as 
reduction in production costs, through better capacity utilisa- 
tion in the plant; 

Possibility of recovering a part of the fixed overhead — both 
m the Government sales section and also general fixed overhead- 

ih/ordT 6 " 1 m OVeraU PFOfit P ° silioa of the company if 
tho order is secured as against the situation when the order is 


as 

extreme situation could be that the comply* uodVe^ms^e 
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standard statutory obligation or a specific commitment to the 
Government of India against the industrial licence for manufac¬ 
ture of a product, to the effect that a certain portion of production 
will be exported out of the country and foreign exchange brought 
in. In a situation like this, exports at a price even below marginal 
cost may be advisable if it is imperative for the company to 
meet its obligation or commitment. In the other extreme could 
be the case of a 100 per cent export company, where the very 
profitability of the company depends inter alia on how much 
remunerative prices it succeeds in getting against exports. It is 
possible to envisage quite a few other types of situations in 
between these two extremes, e.g., exports for utilising capacity 
which would otherwise remain unused, exports for improving the 
brand image or company image which can give increased com¬ 
petitive edge even in the domestic markets, etc. 

Then there are various incentives, both cash and non-cash, that 
go with exports. The primary objective of all financial incen¬ 
tives is to enable the exporter to make his product more com¬ 
petitive in the international market by passing on, partly or 
fully, these benefits to the importers. 

We will explain and illustrate here step by step a useful 
approach to indicate how export price strategy could be developed 
specially under conditions of stiff competition, which necessarily 
requires that some financial incentives on exports be built into 
the pricing system and thus passed on to the importers. The 
first step in this approach is to determine the marginal cost of 
sales on exports (or a relative or relevant marginal cost) taking 
into account the domestic marginal cost and the increases and 
decreases to be allowed because of several factors. 

The marginal cost of sales on exports may be more than the 
usual (i.e. for domestic sales) because of the following factors: 

(a) freight and insurance, if not borne by the importer; 

( b ) additional costs of quality control; 

(c) additional packaging cost; and 

(d) additional promotional expenses. 

The marginal cost of sales may again decrease because of the 
following factors: 

(a) saving in variable selling and distribution expenses as 
applicable to inland sales; and 

(b) greater capacity utilisation, particularly when normal capa¬ 
city cannot be fully utilised because of domestic sales 

constraint. 
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The adjusted marginal cost (or relevant cost) so arrived at may 
be a good basis for negotiation under normal conditions since the 
export incentives would be the contribution to fixed overheads 
and profits of the company even if goods are exported at an 
f.o.b. price equal to the adjusted marginal cost. But in a situa¬ 
tion of stiff competition, even this marginal cost may have to be 
reduced by transferring some export incentives to the foreign 
importer, to make the product more competitive. Of a number 
of export benefits the most important financial incentives are 
cash subsidy and import replenishment licence which can be 
legally sold at a premium value, if not used by the exporting 
company. An attempt may be made to arrive at what is called 
the ‘rock bottom cost’ after incorporating these two incentives 
into the price. 

Let us take a simple illustration: 

Relevant marginal cost (for exports) Rs. 28.00 per unit 
Cash subsidy = 20% on f.o.b. value 

Import replenishment licence = 20% on f.o.b. value — such 
licence having a premium value of 100%. 

The rock bottom cost would be as follows: 


Per unit 
Rs. 

Marginal cost of sales 28 

40 X 28 

Less transfer of benefits - 8 

140 


20 


Check 

F.O.B. price 20 

Add: cash subsidy = 20% 4 

„ premium value of licence 

(100% of 4) 4 


Marginal cost of sales 28 

(Recovered) - 


Thus even if the product is sold at the f.o.b. price of Rs. 20/- 
(while its adjusted marginal cost is Rs. 28/-). there would not 
be any loss. The incentives other than the two taken above 
would rather come as some contribution too. however meagre. 

As per Government of India guidelines, different products earn 
cash subsidy and import licence at different rales (announced 
and revised from time to tune). But the method of arriving at 
rock bottom cost as illustrated .abovb would be the same. 
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D. Spare parts pricing: It is almost a general practice in in¬ 
dustrial marketing to make up profit by selling spares of an 

^ n U 'P“ e f nt . ye ?y u hi Sh prices, especiaUy when the equipment 
cannot fetch a high price due to competition. By persuading 
e customer to believe that only the original spare parts would 
keep the equipment running continuously, the industrial marketer 
often attempts at such a trade-off, i.e., compensating lower profit 
margin on equipment sales by higher profit on spare parts sales. 
I here are even instances when, under severe competition, an 
equipment is sold at a loss under the only consideration that the 
spare parts sales during the life of the equipment would bring in 
substantial profits. Because of this, it is often seen that the cost 
of an equipment when assembled by purchasing all the spares 
separately is much more than (sometimes twice or thrice as much 
as) the cost of the equipment bought directly. 

Excepting the tendency to price them as high as possible, 
following perhaps the concept of ‘what the traffic can bear’, there 
is no generally accepted principle of pricing spare parts. How¬ 
ever, the following considerations may be kept in view while 
tackling this special pricing problem: 

(i) Charging exorbitant prices for spares may be worthwhile 
only for a short period when there is no competition and the 
parts under question are critical, patented and short supply items. 
It is to be noted here that such exorbitant prices may lead to the 
emergence of potential competition. 

(ii) Besides the possibility of being priced out by competitors, 
very high prices may also lead to a situation where spurious 
spares would flood the market. To effectively prevent inroads by 
spurious spares, prices of genuine spares should not be kept too 
high. 

(iii) In case the equipment is of a general purpose in nature 
and therefore the user has several options, the pricing of spares 
should be reasonable i.e., cost plus reasonable margin as mark-up. 

(iv) The principle of low-price-high-volume, versus high price- 
low-volume will also apply in case of common parts meant for 
general purpose epuipments. The more rational approach should 
be the ‘market penetration prices’ with an attempt towards big¬ 
ger quantum of profits through sale of higher quantity at lower 
unit price and, consequently, higher market share. However, if 
the parts are critical, in short supply and are meant for special pur¬ 
pose equipments, pricing would veer more towards high-price-low- 
volume approach. 

(v) There is always a correlation between the sales and existing 
population of equipment and sales of spares in quantitative terms. 
This correlation has to be established and reviewed from time to 
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time to effectively monitor and control spare sales. As an example 
it may be cited that a company engaged in the marketing of high 
technology diesel engines has established, based on past data and 
other relevant studies, that its annual sale value of spare parts 
should be equal to 10 per cent of the total sale value of engines 
during the preceding 3 years. 

(vi) Pricing of spare parts, and for that matter, any product 
or service, cannot remain divorced from cost for all time to come. 
It would, therefore, be necessary to establish and review from 
time to time the cost of sales of spare parts. The costs should 
include not only those for manufacture or procurement but also 
those associated with transportation, warehousing including inven¬ 
tory carrying cost (a major component of which, these days, is 
cost of financing such inventory), distribution, preservation, 
handling, fitting, if necessary, and other miscellaneous selling and 
distribution expenses. 

E. Pricing for after sales Service: After sales Service is a 
common feature in case of industrial and agricultural equipments 
and also many of the consumer durables. After sales services are 
usually of two types, viz., free services during the guaranty or 
warranty period, including replacement of parts having manufac¬ 
turing defects and services against payment after the warranty 
period is over. Besides these two types of services, there is also 
the matter of installation, erection and commissioning of plant, 
equipment, etc. These are usually done with suppliers’ assistance 
and the cost of such initial one-time services is ordinarily included 
in the price of the product or equipment itself. Let us therefore 

discuss the costing and pricing of the two types of services men- 
lioned above. 

F^ec after sales service during warranty period: The usual 
rfudii? *1 S to .“ limat ? , the cost of Providing such services and in- 
orXt the 

Sare° ** consideration in arriving at the Siated 


0 ) 


warranW rerioTV?* 5 ^ re P Iaced durin S the 

warranty period—This can be broadly determined on a 

statistical analysis of the failure of various spare parts in 

identical equipments supplied*^ duntig the 
immediate past. It is obvious that if cases of such failure^ 
are suitably analysed and actions taken thereafter to im 
prove the quality of the produet, either “anginv Z 
design or by procunng more reliable parts, {he (St on this 
account will appreciably come down. A pan of^L reduc- 
tton m cost could eventually be passed onto toeconsumer 
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through a reduction in the final price of the product and 
this would incidentally make the product more competitive. 

(ii) The cost of man-hours of various categories of staff (e.g., 
service engineers, mechanics, skilled labourers, unskilled 
labourers, etc.)—This can also be estimated based on the 
man-hours likely to be spent on each equipment which in 
turn could be estimated after a statistical analysis of the 
service calls or requisitions against a number of equipments 
sold in the immediate past. These man-hours may be spent 
sometimes at the manufacturer’s place itself and sometimes 
at the customers’ places or at the location where the equip¬ 
ment is installed. Both the types of man-hours should be 
taken into account and the estimated cost of such man-hours 
should include not only the salaries, wages and fringe 
benefits of the concerned staff but their travelling and 
incidental expenses, a reasonable portion of the general 
office overheads (e.g. rent rates and taxes, telephone & 
telegram, electricity, stationery, etc.) The observations 
made in (i) above regarding improvement in product qua¬ 
lity will hold good equally here—that is. the cost is 
bound to come down once the number of service calls 
comes down as a result of improved quality of the 
product. 

Pricing of after sales service dur’ng post warranty period: 

Obviously, customers should be charged against such services. 
This charge is made again on two bases, viz., fixed charge under 
an annual service contract and specific charge against each case 
of service rendered. 

(i) Annual service contract: Such contracts are again of two 
types; first, charging a fixed amount to cover both the 
cost of spare parts to be replaced and the labour and 
overhead charges of service staff and second, charging for 
labour and overheads only on a fixed basis and charging 
in addition for replacement of spare parts each time at 
actuals. For example, in case of annual service contracts 
for TV sets both these types of services are available and 
a customer is usually given the option to choose between 
the two, say, Rs. 150 annually per set plus charges for 
replacement of spare parts at actuals and Rs. 250 annually 
per set with no extra charge for spare parts to be replaced. 

The question that arises now is how to determine the 
cost and also the price to be charged to the customers 
under each of the above two bases. The method and 
procedure explained earlier, while discussing the cost es i- 
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mates under free after sales services during warranty 
period, will have to be followed for this purpose also. 
The only difference is that, while in the former case the 
estimated cost, with a certain profit margin added to it. 
will form part of the price, same cost estimates and margin 
or profit will be used to arrive at the amount to be charged 
to customers against post-warranty period services. 

(ii) Specific charge against each case of service rendered: Til 
all such cases the spare parts to be replaced should be 
charged extra at the usual prices for such parts. In addi- 
tion to this there has to be some charge for the man-hours 
spent in attending to the customers’ or users’ service^ re¬ 
quirements. Most companies have some pre-determined 
daily or hourly rates against each category of their service 
staff and based on the actual number of days or hours 
spent, the customers are charged as per these pre-deter¬ 
mined rates. 

It is also a practice with many progressive companies 
to inform the customers in advance of these dailv or hourly 
rales of various categories of their service staff. For ex¬ 
ample, a company engaged in marketing of sophisticated 
high unit-value industrial products has pre-determined per 
capita daily rates of various categories of service staff, 
including erectors and mechanics. These are: senior ser¬ 
vice engineers Rs. 500. junior service engineers Rs. 300, 
erectors and mechanics Rs. 200, and skilled labour Rs. 100. 
It may be noted that all these daily charges include not 
only the salaries and wages of the concerned staff but a 
part of the general overheads and some element of orofu 
or margin. But all travel expenses of such staff (for 
attending to service calls of customers) are charged at 
actuals to the customers in addition to the daily rates. 


8. The Concept of Fair Return and Price Control in India 

Pricing is an important variable in the cost-revenue-investment 
framework of any business. In cases where Government price 
control applies, in some way or the other, pricing becomes more 
or less an uncontrollable factor from the viewpoint of the manage¬ 
ment. In other cases where there is no Government price con¬ 
trol, a management would have some flexibility in evolving a 
suitable pricing policy. In case of Government price control 
there is always the question of a fair return permitted by the 
Government authorities and subsequently built into the price. 
Fair return in turn is in most cases related to the concept of 
capital employed, based on which the return is to be calculated. The 
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fair return on capital employed allowed by Government authori¬ 
ties varies from time to time, from industry to industry and from 
authorities to authorities. We are giving below a small list show¬ 
ing how fair return has been defined by different Government 
authorities in India during the last few decades. 

(i) Committee on Profit Sharing—1948 : 6 per cent return on 
the paid up equity capital plus all free reserves. 

(ii) Tariff Boards (upto 1952): 8 per cent on gross fixed assets 
and 4 per cent interest on working capital, working capital 
being calculated as equivalent to 3 to 5 months’ cost of 
production. 

(iii) Tariff Commission: 


( a ) Cement prices 1956: Varying between 12 per cent and 6 
per cent (high and low cost unit) on net fixed assets (i.e., 
after depreciation) and net working capital. The rates 
were revised in 1961 at 14 per cent anl 8 per cent respecti¬ 
vely. 

(/>) Steel prices 1962: 8 per cent return on the standard block 
of Rs. 1300 per ton of saleable steel, plus 5 per cent interest 
on working capital estimated at 6 months’ works cost. 

(iv) Oil Prices Enquiry Committee: 12 per cent return on capital 
employed. 

(v) Industrial Tribunals: 6 per cent return on paid up capital 
and 2 per cent on reserves used as working capital. 

(vi) Payment of Bonus Act — 1965: Actual rate of preference 
dividend, 8£ per cent on paid up equity capital and 6 per 
cent on reserves. 

(vii) Drugs Prices Control Order 1970: 15 per cent pre-tax return 
on gross sales. 

(viii) Bureau of Industrial Costs and Prices: 


fa) 15 per cent on capital employed 

( b ) Profit before interest and tax at 16 per cent on total capital 
employed (i.e. Net fixed assets plus net working capital) 
or profit after tax at 8 per cent on net worth (i.e., equity 
share capital plus reserves) 

(c) Post-tax return of 1-2 per cent on net worth. 

Quite a few industries in India are already under price control 
and the possibility of many others coming under the same in 
course of time is not ruled out. There are some lacunae in the 
price control system as operated in India. Whenever an industry 
is brought under such a system, the present cosk are not con 
sidered, nor any future escalation taken into account. Based on 
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analyses of historical cost data (sometimes relating to a preceding 
period of two to three years) an industry is brought under the 
purview of price-cum-profit control. Secondly, price control in¬ 
troduced only in a few selected industries does not yield the 
desired results. If, on the other hand, many more industries 
are brought under price control, it will lead to a rigidly con¬ 
trolled economy and to the inevitable practical difficulties asso¬ 
ciated with the administration of price control on such a huge 
scale. Thirdly, so long as the inputs of an industry, especially 
raw materials, are not brought under price control, it would be 
unfair to subject the industry to price control. If, on the other 
hand, any attempt is made to control the inputs also, that would 
lead to a vicious circle. Last but not the least, any price control 
move should be guided by a basic decision regarding what 
constitutes a fair profit. Fair profit concept can form the bed-rock 
of a realistic price control mechanism. 

It is suggested that price control mechanism should be ade¬ 
quately flexible so that at least the following factors can be 
given due consideration: 

(i) Indirect taxes: Any increase in excise duty, sales tax, etc., 
should automatically come to be regarded as an element of 
cost and suitable adjustments should be allowed in the final 
prices. 

(ii) Price escalation especially in materials: There should be 
provision for periodic comparison of material prices so that 
any substantial price escalation can be given effect to in 
adjusting the selling prices. The same also should be fol¬ 
lowed in respect of wages and other costs. 


9. Resale Price Maintenance (R.P.M.) 

Resale price maintenance or R.P.M. implies a situation where 
there is a stipulation by supplier that his distributors shall sell 

a * pn «* fixed b V bim and not at less than those 
prices. RPM ls therefore a policy of selling a product at the 

»ame pnee at all outlets. Such a stipulation essentially involves 
* r ? K tnct,vc business practice. This may be adopted jointly by 

RPM e ^ffirSf tU ^\? r u m J ll - Vidua,ly by - one manufacturer. OnZ 
RPM gets firmly established in a trade, manufacturers always trv 

rri<S for ‘,h n- R >M kilIs “"-Potion and often ta*? the 
prices for the ultimate consumer at a level higher than thev 

RPM i err, haV ° h™, T r heret0re ' fr0m social benefit* an£ 
RPM is to be discouraged. It has been established that RPM 

b prima facie harmful, detrimental to public interest and that 

discontinuance of RPM reduces the cost of living. 
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Considering the arguments in favour and against continuance 
of RPM many countries have enacted comprehensive legislation 
to restrict RPM. The Monopolies and Restrictive Trade Practices 
(MRTP) Act, 1969 provides for similar restrictions on the enforce¬ 
ment of RPM agreements in India. Section 33 (f) (1) of the 
MRTP Act lays down that any agreement to sell goods on 
condition that the prices to be charged on resale by the purchaser 
shall be the prices stipulated by the seller shall be subject to 
registration unless it is clearly stated that prices lower than those 
prices may be charged. Mere declaration of ‘maximum’ prices 
without stating ‘that prices lower than those prices may be 
charged’ may not meet the requirement of law. Section 39 pro¬ 
hibits the establishment or enforcement of minimum price. Section 
40 provides that no supplier shall withhold supplies of any good 
from any wholesaler or retailer seeking to obtain them for resale 
in India on the ground that the wholesaler or retailer (a) has 
sold in India at a price below resale price, the goods obtained, 
either directly or indirectly, from that supplier; or ( b ) is likely, if 
the goods are supplied to him, to sell them in India at a price 
below that price or supply them either directly or indirectly to a 
third party who would be likely to do so. 

Contravention of the provisions of Section 39 and 40 has been 
made punishable under Section 51 with imprisonment for a term 
which may extend to three months or with fine which may ex¬ 
tend to Rs. 5000/- or with both. It is therefore of utmost im¬ 
portance that those engaged in distribution should be careful 
about these provisions in their own interest and abandon the 
practice of RPM. Section 41, however, empowers the MRTP 
Commission to exempt certain classes of goods from the operation 

of Section 39 and 40 under specific conditions. But the scope of 

0 

such exemption is very narrow. 


10. Conclusion 

We end where we began! Pricing today is P 6 ^ ‘ h n e 
baffling problem modern management has to face. The P rob .“'"’ 
has grown in magnitude and complexity during the recent periods 
because of quite a few external factors, mostly uncontrollable 
from the enterprise point of view. Such factors. t° ™me but a 
few are steady transition from the sellers market to buyere 
market, increasing governmental price regulations and > price: con¬ 
trol. restriction on capacity installation and even Ration in 
creasing consumers’ awareness and resistance to price rise and 
last but not the least, recent inflationary trends It s ; alMhe 
more necessary today that an enterprise frames a long range 
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pricing policy and also adopts suitable pricing strategies, depend¬ 
ing on a given set of circumstances, from time to time. 

Lastly, the question of pricing is intimately linked with the 
social obligations of a modem business enterprise. Very otten 
business houses are so much obsessed with short-term profiteering 
objectives that they fail to recognise the social aspects involved 
in any indiscriminate and hasty pricing decisions. We may cite 
here an example. A firm supplying an important base chemical 
to a pharmaceutical concern, raised its price by 50 per cent on 
the ground that the price of the chief material had gone up by 
50 per cent. On a detailed analysis, however, it was found that 
the cost of that particular material constituted hardly 30 
per cent of the selling price of the chemical manufacturer. Hence, 
at best they could have increased their price by about 15 per 
cent and not 50 per cent. However, such a rash decision, if un¬ 
checked, would have had the anti-social effect of increasing-the 
price of the life-saving drug substantially, since the pharmaceuti¬ 
cal concern would also pass on the price increase to the consumer. 
No Government wedded to a policy of socialism, could remain 
a silent spectator to a situation like this. Even though this is 
a stray case, it may be reasonably believed that many enterprises, 
by their hasty pricing decisions, accelerate the inflationary trend 
ill the economy and do incalculable damage to the socio-economic 
milieu. 

We would like to conclude our discussion on pricing by draw¬ 
ing the attention of the management in general and marketers 
in particular to this very important aspect of pricing, viz., the 
social aspect. 
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PRODUCT PRUNING DECISIONS 

1. Clearing the ground; 2. Ramifications in Products and 
Packs — Reasons, Repercussions and Recourse; 3. Selection 
of Pruning Candidates; 4. The “Press” Model; 5 Pruning 
Decision and its Implementation; 6. A Case Study. 


1. Clearing the Ground 

The title of this Chapter appears to be paradoxical indeed! 
When expansion of activity is considered almost synonymous 
with growth how are we to advocate contraction or pruning of 
activity! But in every sphere of life—in politics, in economy, in 
social life, or even in family life—every excess has to be tempered 
with a fine restraint, so that we can come closer to the optimum, 
if not the ideal. Take an example of two plants—one unpruned 
and the other systematically pruned. The unpruned plant will 
have a lopsided growth, flowers and fruits will be neither attrac¬ 
tive nor many in number. But a plant regularly and systema¬ 
tically pruned, will not only be beautiful to lock at, but blossoms 
and bears good fruits. An important point to note here is that 
each plant would suck almost the same quantum of life-juice 
from the soil through its roots. In one case the limited juice 
will mostly go waste and in the other, it will pay rich dividends! 

Peter Drucker undertook, sometime aco, a number of case 
studies of renowned companies in the U.S.A. He came up with 
a startling conclusion that about 60 per cent of the products of 
one such company required pruning since these products, sharing 
the limited resources of the company as they did, only forced it 
to suboptimisation of results. 

Both resources and results lie outside the enterprise and mana¬ 
gerial efforts should be directed towards striking an effective 
balance between the two in an optimal manner so that some 
surplus is left, which is profit. But such optimum balancing 
between resources and results cannot be achieved if there is an 
ostensible case of product over-population—management cannot 
feed too many ‘product mouths’ with limited resources. Hence 
‘family planning’ is necessary for the products of a company as 
much as it is for an individual, for healthy development and 

better future. 
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A systematic effort at pruning the product line may invoke a 
criticism, i.e., the company would be heading towards standar¬ 
disation. This criticism can be contested by quoting the following 
emphatic statement again of Drucker's (Managing for Results ): 

“It has long been a favourite criticism of industry specially 
American industry that it imposed deadening standardisation. 
Unfortunately, industry is being attacked for doing what it 
should be doing and fails to do.” 


2. Ramifications in Products and Packs 

After having cleared the ground, let us go deeper into the 
matter—why are there too many ramifications in products and 
p>acks of a company, what are the repercussions of such ramifi¬ 
cations and what courses should be taken to prevent such 
ramifications. 

A. Reasons: The reasons are partly historical, partly psycho¬ 
logical and partly pure marketing. An enduring love is developed 
between the company and its products through long association 
Sometimes products which have outlived their importance to the 
company cannot be dropped simply because of this love. Final 
parting wjth old and tried friends is always a sad decision! 
,5^5 related to love is the sense of gratitude for the yester- 
d £ , . II V lers ' Let us take a simple case of an Engineering 
nr . ex P resse s the philosophy and concept of new 

product mtroduction and the pruning of an existing line. 

ENGINEERING GROUP LTD 
(A Case History on Eliminating a Product Line) 

During the late 60s the economy of India was under a severe 
grip of recession The Engineering Group Ltd.. bas<£ in £aS a 
found it extremely difficult to cover its fixed overheads At a 
conference attended by a leading economist and senior profes- 
smnal managers of the company, three conclusions wem i^chS- 

(since* India CaUSed b u y Jower agricultural production 

K P rim arily an agro-based economy.) 

tur“e 00 ™"°" W ° U,d ^ OVer 35 soon « agriculture 
the^Jlmr3 C S. fr0m ,he TeCeSSi ° n wU1 “‘"ally start with 
wZRe dual „ a biS°o n f 1“?, A^o-Industri* 

l“l"™^wTe" C it Pr s Urtid a,Ki n7e a r ? • the fUllKt 
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many opportunities were thrown open to the engineering industry. 
But because of severe limitations of financial resources, the com¬ 
pany was unable to restore its engineering activities to the extent 
needed. A decision was therefore taken to drop the Agro- 
Industries Division and divert the finance to the engineering area. 

It was a cruel decision, since it involved a complete sense of 
ingratitude for the particular product line that helped the com¬ 
pany face its dark days and even enabled it to survive. But the 
moral of this case is we have to introduce a product when neces¬ 
sary and prune the same ruthlessly when it has outlived its 
necessity. 

There is another psychological reason for ramifications in pro¬ 
ducts. Different managements from time to time may have spe¬ 
cial fascination for different products. Thus some products may 
be encouraged to the neglect of others at a particular point of 
time. Ultimately the number of products only keep on increas¬ 
ing. 

Sometimes new products are added to aid selling in a situation 
when, because of some reasons, sales budget cannot be met. 
Such additions are very often without any marketing considera¬ 
tions and without any thought of replacing any of the old ones. 

Perhaps the simplest and the most practical reason is that it 
is always easier to add products than to prune. 

B. Repercussions: The first repercussion of such ramifications 
could be that the company finds itself saddled with varied types 
of products. For example: yesterday’s bread wirmers, todays 
bread winners, tomorrow's bread winners, developing products, 
failures, unnecessary specialities, strategic products, investment in 
managerial ego and Cinderellas (sleepers). 

Second, it is likely that there would be internal competition 
among products of the same company. This competition would 
be more apparent between an ordinary product and unnecessary 

specialities of the same. . . 

At times extraordinary promotional expenses might be incurred 
in an effort to make a dying product viable when, ironically 
enough, there is already a better substitute available in the com¬ 
pany’s product list. Needless to say, such promotional expenses 


would be a waste. ., Amc 

Too many products and packs would lead to severe problems 

in respect of warehousing and distribution. In case of a man - 

facturing company there may be some manoeuverability. l nus. 

when there is no demand there would not be any 

nor anv stocking only a small inventory of raw materials will 

have to be maintained^ But in case of a marketing orgamsatmn 
there has to be some stock of finished products agamst all the 

items in the list of products. 
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Because of the obsession with a large number of products and 
packs, little attention is paid to future growth and little ‘spending 
on the future’ is done to seize the future marketing opportunities. 
Resource allocation and coordination is always difficult in such 
a situation since numerical increase in products leads to geometri¬ 
cal increase in managerial problems. 

The simple economic law of Pareto probably has a universal 
application. 15 per cent of the ‘cause’ leads to 80 per cent of 
the ‘effect’. On a detailed analysis it may be found that about 
15 per cent of the products yield 80 per cent of the gross margin, 
just as 15 per cent of the items in the inventory lock up about 
8C per cent of the inventory value. Management attention towards 
this 15 per cent of the cause that produces 80 per cent of the 
results cannot be systematically and properly planned when there 
are too many products and packs that compete for a share in 
management’s valuable time. 

The last repercussion is a clear case of sub-optimisation of 
profits. Let us take the following hypothetical illustration : 


A 


Products 


B 


Sale price (Rs.) 

Cost of sales/unit (Rs.) 

Gross margin/unit 
Sales units 


10 

3 


5 

3 


7 (70%) 
10 


Total gross margin 


70 


2 (40%) 

100 (With the 
same selling 
efforts, say 
Re. 1) 

200 


Conclusion: B with 40% G.M. is better than A with 70%. 

coSratate CeP In° f thr i ^i Sati0n presu PP° ses lh = existence of some 
SSJ « • In J he saIes area su ch constraint is mainly the 

thJ ahn5 0rt r 7° get T re in terms of evef y selling efforts in 
the above situation, product ‘B’ should be emphasised and not 

BrUdto t fi 2° n i 6ffortS m terms of ru Pees is not difficult. 

u S eS ** rUpee of efforts would be the number 
ri U “ ded mpee value of efforts - Rupee value of efforts 
Ulcen as the Jo* °f Personnel cost, cost of promotional 
^ e . s f mpIes literatures etc. An average for a period 
may be taken as the parameter to arrive at the product prefe¬ 
rence as above. “ 
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C. Recourse: The first recourse left to a company having an 
ostensible case of product overpopulation is to take up an ABC 
analysis. This ABC analysis may be undertaken from two com¬ 
pletely different points of view, viz., marketing opportunities (both 
short range and long range) and financial consideration, mainly 
gross margin (both unit and total). The objective of such ABC 
analysis is to identify the blue chips (‘A’ items) of the company, 
its good products (‘B’ items) and weak products (‘C’ items). The 
two different viewpoints may give divergent results at least in 
some cases, though in quite a few cases it may be seen that ‘A’ 
items under marketing considerations are also the ‘A’ items 
under financial considerations, and so on. The problem of iden¬ 
tifying the real weak products in such a situation may be solved 
by the seven-scale product rating approach suggested later 

The second recourse for the company is complete overhauling 
of new product introduction planning. Such planning should be 
integrated with product pruning and product dilution aspects. 
Besides the considerations of better coverages, product life cycle 
concept, competitors’ strategy, etc., which are ordinarily impor¬ 
tant factors in new product planning, the question of elimination 
cf dead wood should also get due priority. 

Similarly, the marketing plans adopted from time to time 
should aim at profit oriented promotional thrust which would, 
in a logical process, isolate the sick products requiring either 
suitable treatment or pruning. (Incidentally, ‘euthansia’ may be 
illegal and not desirable for human beings, but not so for products). 

Last but not the least, is the planned avoidance of financial 
losses emanating from the fact that the company is having too 
many products and packs. Such losses may be viewed from two 
angles, viz., visible loss and invisible loss. Visible loss is the 
actual outgo of money in the form of interest on working capital 
locked up in inventory of slow moving goods, deterioration in 
or date expiry of such goods and inventory carrying costs, viz., 
warehouse rental, supervision, insurance, up-keep, material 
handling, etc. A management always tries to avoid visible losses 
and does avoid them to the extent possible. Invisible loss is 
actually the opportunity loss in terms of the potential gross margin 
that could have been generated by the money locked up in slow 
moving inventory. Between these two types of losses, invisible 
loss is more vital than the visible one. Just as in the case of 
an iceberg, only about one^tenth of which is visible, so also in 
the case of the financial losses—about one-tenth is visible; but 
it is the invisible nine-tenth that can cause the ‘S.S. Titanic’ 
tc sink! 
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3. Selection of Pruning Candidates 


The ABC analysis suggested above will provide a general idea 
about the weak products—the products which are potential prun¬ 
ing candidates. To corroborate these broad findings and also to 
introduce a greater degree of sophistication in the area we may 
recommend the use of the seven scale product rating form, re¬ 
produced below. (This is reproduced from the paper ‘Phasing 
out Weak Products’ by Philip Kotler, published in the Harvard 
Business Review — March-April 1965). 


Seven Scale Product Rating Form 

Product No. 

Model No: 

Date: 


Weight (W) Rating (R) 


1 . What is the future market 
potential for this product? 

2 . How much could be gained 
by product modifications? 

3 . How much could be gained 
by ’marketing strategy modi¬ 
fications? 

4 . How much useful executive 

time could be released by 

abandoning this product? 

5 . How good are the firm’s 
alternative activities. 

6. How much is the product 

contribution beyond its 
direct cost? 

7 . How much is the product 

contributing to the sale of 

other products? 


.0 .2 

.4 

.6 

.8 

1 . 0 W.R, 


Low 



High 


.0 .2 

.4 

.6 

.8 

1 . 0 W.R. 

— 

Nothing 


A 

great 

deal 


.0 .2 

.4 

.6 

.8 

I.OW3R3 

— 

Nothing 


A 

great 

deal 


.0 .2 

A 

.6 

.8 

1 0 W.R, 

— 

A great 

deal 


Nothing 


.0 .2 

.4 

.6 

.8 

1 . 0 W 5 R 5 

— 

Very good 

Very 

poor 


.0 .2 

.4 

.6 

.8 

1 . 0 W r R r . 

— 

Nothing 


A great deal 


.0 .2 

.4 

.6 

.8 

1 . 0 W 7 R. 

— 

Nothing 


A great 

deal 



Product Retention Index = 


Based on the basic philosophy underlying the above rating 
lorm, a company can, if necessary, amend it suitably to meet its 
own requirements. Once the above form or an ammended one 
is accepted, the weight column has to be fixed for the company 
as a whole and then, based on the same weightage factors, a form 
may be used for each apparently weak product. Depending on 

me various Product will have different rating as given 

and thES , rat -' n g multiplied by weight factor in each 
case will give a result in the last column. The total of these 
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results would be the product retention or deletion index. A 
company may fix a minimum rating to justify the retention of 
the product almost in the same way as it does in fixing up a 
‘cut-off rate’ of investment. 

But the results achieved would only be a formal, albeit sub¬ 
jective basis to be used for ranking dubious products. This 
cannot substitute judgement. It is at best a guide rather than 
a final verdict, since a product with higher index may still have 
to be dropped and a lower one may be retained because of some 
extraordinary considerations. 

4. The “Press'’ Model 

Paul W. Hamelmon and Edward M. Mazze in their article 
Improving Product Abandonment Decisions” have presented a 
computer-aided model for product abandonment decisions called 
PRESS (Product Review and Evaluation Subsystem). The pro¬ 
gramme consists of four integrated parts, PRESS I through IV. 

PRESS I: Basic Data: 

The data required as inputs to the PRESS I model are based 
on variable cost accounting approach, i.e., only costs that are 
relevant to measure ‘contribution’ through the prpduction and 
sales of a specific product are included as inputs for that product. 
Fixed overhead costs are entirely excluded. The data required 
against each product are, therefore, unit material cost, unit labour 
cost, unit variable overheads, unit sale price, unit quantity sold, 
unit variable selling and administrative costs, and number of 
manufacturing runs per year. All these data are presented under 
Table 1. Then a compilation of standard performance ratios 
for each product is worked out in Table 2. The ratios shown are 
material cost to selling price (MC/SP), labour cost to selling price, 
(LC/SP) product labour cost as percentage of total plant labour 
costs (LC/PCT), variable overhead to selling price (VOH/SP), pro¬ 
duct variable overhead cost as a percentage of total plant variable 
overhead costs (VOH/PCT) and total of variable cost (VC). 
The percentages indicate how much labour and variable overhead 
become available for reemployment to other products should a 
product be eliminated, through a suitable inter-product compari¬ 
son. The basis of product comparisons is called the Selection 
Index Number (SIN). The value of the SIN index is illustrated 
by the following example. If a product’s contribution is 5 per 
cent but it utilises 10 per cent of the firm’s resources (faculties) 
to accomplish this, its effective contribution in terms of return 
on investment is small. The following formula is used to make 

this adjustment. 
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CM,/ECMi 

- X (CMi/SCM ) 

FCj/SMCi 

= Selection Index Number for Product “i” 

= Contribution Margin for product “i” 

= Facilities Costs for product “i” 

Summation of Contribution Margin or all products. 
= Summation of Facilities Costs of all Products or 
for the data above. 

.05 

= -x .05 = .025 

.10 

Table 3 lists for each product the total contribution margin, 
product contribution margin as a percentage of the all products 
total contribution margin, cost of facilities utilised, per cent of 
the firm’s resources being used to produce each product and the 
Selection Index Number (SIN). The table also lists the products 
in decreasing order of SIN numbers. The lowest SIN number 
products, appearing at the bottom of the list, are the most pro¬ 
mising candidates for deletion. 

PRESS H: Price-Volume Relationships 

PRESS II examines the effect of a price change on the con¬ 
tribution margin of specific products a management wishes to 
examine to explore the possibility of improving a product con¬ 
tribution margin by a price adjustment before taking any deci¬ 
sion regarding its abandonment. Table 4 identifies those products 
whose contribution margin will be altered due to predicated 
quantity changing resulting from a change in price. 

PRESS III: Sales Trends 

To judge the worth of a product based on performance at one 
point in time is shortsighted since each product has a life cycle 
of several distinct stages. Therefore it will be advisable to per¬ 
form a series of PRESS I rankings based on the available his¬ 
torical data for each product. Products which continuously 
appear near the bottom of the list would be candidates for dele¬ 
tion. Perhaps more appropriate would it be to work out on the 
basis of projected performance in future time periods. PRESS 
III is designed to identify products which are likely to become 
good performers in the next year based on extrapolation from 
this and last year’s sales. This approach makes two assump- 
tions, viz., (a) the selling price and all variable costs per unit 
of each specific product will not change from this year to next 
year and (ft) the total rupees spent next year on sales and ad- 


SINi = - 

Where: 
SIN,- = 
CM ; = 
FC, = 
X CM; = 
2FO 


SIN 
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ministration cost allocations for a specific product will be the 
same as are being spent this year for the product, regardless of 
any change in the quantity of units sold. If, however, it is be¬ 
lieved that cost changes in some product will occur in a future 
period of time they can be included in the PRESS analysis. 

PRESS IV: Product Complementarity and Substitutability 

PRESS IV calculates a new factor known as RESIN. This is 
the original SIN value for each product (Table 3) adjusted up¬ 
ward for tie-in sales due to the product, and downward for any 
replacement sales which would result if the product were deleted. 
For example, if product A is deleted, new SIN values are com¬ 
puted for Products B,C, and D if these will increase in sales upon 
delection of A. PRESS IV is the final step and is an automatic, 
stepwise product deletion iteration. This iteration begins with 
management’s specification of a target reduction of one of the 
resource costs listed in Table 1. 

The PRESS model as briefly outlined above was first success¬ 
fully tried in Devon Furniture Company. The model is actually 
an extention of the earlier work by Kotler. However, Kotler’s 
model (Seven Scale Product Rating Form indicated earlier) is 
descriptive and does not present a specific example of how a 
product would go through the system. Also the system, is desig¬ 
ned to handle only single products. Kotler’s system suffers from 
a further limitation in that it is expensive in executive time since 
each step in the system requires the executive to provide judge¬ 
ment inputs. As against these, the PRESS model presents a 
more sophisticated approach. This model also looks at the en¬ 
tire productline as well as individual products and requires less 
management judgement time. However, in order to introduce 
the PRESS model the most critical requirement is a fully deve¬ 
loped and up-dated cost accounting system, specially ‘Standard 
Marginal Costing System’. And this is one big handicap in the 
use of the model in the Indian context where, in most cases, 
reliable standard marginal cost data are just not available. An¬ 
other important requirement for introducing the model is ade¬ 
quate systems development mainly for providing proper input data 
to the computer using the model. Here again the scope o 
application of the model in India gets delimited because of the 
general lack of systems approach. As against these. Kotler s model 
has perhaps a wider scope of application, particularly in India, 
since its requirements are not so sophisticated and rigid. 



PRODUCT PRUNING DECISIONS 


277 


) 5. Pruning Decisions and Their Implementation 

It is suggested that every company should have a broadly re¬ 
presented and high level committee scheduled to meet about the 
same time each year to sort out dubious products and to take 
an elimination decision. The concept of a two-stage decision may 
be encouraged. In the first stage weak products have to be 
detected and in the second stage, after proper evaluation, a 
decision, may be taken as to which of them should be dropped. 
There are broadly three functional responsibilities. First, selec¬ 
tion of pruning candidates will be completed on the basis of 
sales trend and gross margin and perhaps with the help of 
product rating approach. In the second stage there must be 
detailed analysis and evaluation in respect of each of such prun¬ 
ing candidates. And lastly, an elimination decision will follow. 

The matter does not end as soon as an elimination decision is 
taken. Perhaps the more important aspect of the whole problem 
is implementation of such a pruning decision. 

A detailed modus operand! including time-tables has to be 
prepared bv the high level committee with the helo of the people 
who are directlv connected with operations. The concent of 
PERT and CPM may be adopted for the purpose of ensuring a 
time bound and effective implementation of the decision. 

Various problems are likely to arise in the wav of successful 
implementation of a pruning decision. Broadly, these problems 
may be in the area of hold-over demand, existing stocks, inter¬ 
dependence between a pruned product and a surviving one (these 
two products may be complementary in nature), personnel and 
the company’s image and goodwill. Each of these problems has 
to be solved and some solutions mav very often be more of 
a tactical nature than mere cost benefit based solutions to busi¬ 
ness problems undertaken in day-to-day operations. 

In general it has been found that a progressive tapering out 
of the product, instead of sudden withdrawal, may automatically 
take care of many of the problems mentioned. And such an 

... , reasons for both the company 

and its customers. r 

6. A Case Study 

MEDICO IMAGINARY LTD. 

(A case study on product introduction and pruning) 

The Research & Development Department of the company, 
after prolonged efforts during recent years, has been able to 
develop a number of new products ready for introduction. These 

are Vitamin Bl. B6, B12—both tablet and liquid—a multi- 
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I M^nj^Uon. a ^ ^ a hamatinic s y ru P and one antibiotic 

On a preliminary market survey, it is found that all such 
new products are viable since the market growth in each segment 
is significant and the company has a very good image. 

rn!l 0n H andySI ?I the financ,al position, it is found that the 
company does not have enough finance to meet the working 

capital requirement and also substantial initial promotional ex- 

pens^ in connection with the introduction of these new products. 

exhibit I shows the existing products and packs of the com- 

pany, sales value and gross margin (G.M.) in respect of each 

or them during the last year and also the sales growth in per- 

centage during the last three year period for each. There has 

not been any change in the product prices during the last three 
years. 

The management feels in general that a number of the existing 
products and packs are dead wood. And it is urgently felt that 
some systematic effort should be directed towards produot intro¬ 
duction, dilution and pruning so that both the growth rate and 
the profitability of the company can be significantly improved. 

Exhibit I 

MEDICO IMAGINARY LIMITED 


Last Year 


Product 


Antibiotic (I) 


Chewablc 


Granules 


Antibiotic (II) 


Syrup 125mg|5ml 


25Cmg!5ml 


Pack 


250mg 

lOOmg 

125mg 

200 m g 
lOOmg 

30ml 

60ml 

25ml 

250 

500 

40ml 

80ml 

40ml 

80ml 


«S 

15 

GO 

C/5 

a* 


■r 8 

£.3 


Total per¬ 
centage in¬ 
crease 
(decrease) 
during last 
3 years in 
sales value 
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Vitamin B Complex 

Vitamin B Complex 
with C 

Pre-natal 

Anti Dandruff Shampoo 

Anti-Diarrhoeal 

„ Streptomycin 

Multi-Vitamin Liquid 
for children 

Anaesthetic (I) 

(IT) 

Hematinic 

Vitamin C Chewable 
Vitamin C 
Pediatric Drops 


25s 

100 

50 

175 

100 s 

60 

27 

100 

500s 

10 

4 

50 

25s 

20 

8 

200 

100 s 

2 

1 

150 

500s 

1 

0.2 

30 

25s 

10 

6 

65 

30ml 

15 

9 

10 

60ml 

25 

15 

40 

90ml 

10 

5 

100 

120 ml 

5 

2 

30 

30ml 

20 

12 

100 

60ml 

30 

18 

50 

30ml 

10 

5 

150 

60ml 

60 

30 

100 

120 ml 

20 

14 

75 

240ml 

40 

24 

90 

Igm 

5 

(1) 

(20) 

0.5gm 

2 

— 

(10) 

5m g 

1 

— 

10 

25s 

5 

1 

30 

100 s 

8 

1.6 

20 

500s 

10 

2.0 

10 

5s 

2 

(4) 

(15) 

15ml 

1 

(2) 

25 


Chapter 19 


INVESTMENT DECISIONS 

1. The Theory of Investment Analysis; 2. Evaluation of 
Financial Attractiveness of Projects; 3. Pay Back Period; 4. 
Return on Investment (R.O.I.); 5. The Discounted Cash Flow 
(D.C.F.) Techniques in General; 6. Net Present Value 
(N.P.V.) Approach; 7. D.C.F. Rate of Return on I.R.R. 
Approach; 8. N.P.V. vs. I.R.R. (or D.C.F. Rate); 9. The 
D.C.F. Techniques—Concluding Observations; 10 Risk Ana¬ 
lysis; 11. Sensitivity Analysis; 12. Capital Expenditure Bud¬ 
geting and Control; 13. Projeat Management and PERT/ 

CPM; 14. Case Studies on D.C.F. Application. 

1. The Theory of Investment Analysis 

By ‘investment’ we mean here any outlay on any extraordi¬ 
nary ‘project’ or effort quite distinct from the normal expendi¬ 
tures connected with ordinary business operations. There are 
broadly three investment areas in a business from this stand¬ 
point. These are (a) capital expenditure, ( b ) new business ven¬ 
ture, and (c) new marketing effort. 

There may be various types of business needs giving rise to 
an investment proposal. To define an independent project and 
to recognise all feasible alternatives to it, identification of the 
specific ‘need’ is important. Accordingly ‘need’ may be classi¬ 
fied as follows: 

(i) Expansion 

(ii) Cost reduction 

(iii) Loss/cost avoidance 

(iv) Replacement 

(v) Employee welfare 

<vi) Improved manufacturing methods 

(vii) Quality assurance and good manufacturing practice 

(viii) Pollution control 

(ix) Others (e.g. penetration into new markets, improving the 
market share, etc.) 

More often than not, a project would fulfil more than one 
of such needs, 
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After an investment proposal is made, it has to be thoroughly 
evaluated. Such evaluation requires collection, integration, 
quantification and analysis of all feasible alternative projects 
related to the particular course of action. 

It is not difficult to envisage two important components of a 
project, viz., the hardware and the software. In an area deve¬ 
lopment project the software or the service aspects are more 
important. In the setting up of a factory, on the other hand, the 
hardware elements, i.e., providing physical assets, are more im¬ 
portant, though there would be some software elements also in 
the form of providing services and utilities. 

Any project would require initially the development of some 
physical and financial resources which would provide the basis 
of the stream of costs. At a later stage will accrue a stream of 
benefits. There is a distinct time-lag between the stream of 
cost or investments and the stream of benefits or returns. 
Both these streams have to be identified in the form of cash 
flows —both outflows and inflows. 

There are five general steps in the approach to most project 
analyses. These are: 

(i) problem/project definition 

(ii) recognition of all alternatives 

(iii) collection of all relevant data 

(iv) qualitative and quantitative analysis 

(v) presentation of results to decision-makers 

To handle the above five steps, there are broadly three areas 
of responsibilities, viz.. 


(i) those closest to project—for collection of primary data 
initially and implementation of decision finally; 

(ii) those responsible for data analysis and assembly of pro¬ 
posals; 

(iii) those charged with approval/disapproval of the proposal. 

The management accountant or project analyst is in the second 
area of responsibility mentioned above. 

There are various types of feasibility studies undertaken during 
a project analysis. These are: 


(i) technical feasibility or appraisal; 

(ii) organisational set-up; 

(iii) managerial competence; 

(iv) economic analysis; 

(v) commercial aspects; and 

(vi) financial feasibility. 
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°ut ? f the ? e ’ we will devote this Chapter primarily to financial 
feasibility, since this is essential from the viewpoints of both 
the investors and the management—corporate as well as operating. 
Usually a project analyst will recommend to the decision-makers 
the acceptance or otherwise of an investment proposal selection 
of a particular project to the exclusion of others on the basis of 
either financial justification or non-financial justification or both. 
For example, a substantial investment in the marketing area 
could be justified on non-financial grounds, viz., marketing con¬ 
siderations alone. But more often than not, there will be a 
financial justification as well, besides various other aspects which 
are not amenable to quantification in strict financial terms. A 
project is said to be financially justified only when it can gene¬ 
rate some net cash flow through higher sales, cost reduction, etc. 
A modem project analyst has a number of tools in his kit to 
evaluate the financial justification of an investment proposal. 

2. Evaluation of Financial Attractiveness of Projects 

As in the case of an individual, in the case of a business also 
means of finance are limited but the demands for investment 
prospects are numerous. Thus a situation may arise when a corn- 
pan v has to choose one among a number of alternative projects. 
Profitability is generally the main criterion in such selection. But 
there may be other criteria as well: for example, need for getting 
back the monev at the earliest possible time, creation of employ¬ 
ment opportunities with emphasis more on the discharge of social 
responsibilities than on profits, building up a good image of the 
enterprise (which might in turn pay back in various ways in 
the future), and so on. 

The tools and techniques used for financial evaluation of pro¬ 
ject attractiveness are somewhat different at micro level from 
those used at the macro level. For example, benefit cost rat '0 
is the most common technique applied in case of proiects at the 
macro level. Under this technique all benefits and costs are 
amortised into annual benefits and costs, respectively, before the 
benefit cost ratio is computed. The higher the ratio, the greater 
will be the financial justification for the project. 

There are various methods and techniques of assessing the 
financial justifiability of a project. These techniques can be 
broadly grouped under two sets, viz., (a) undiscounted methods 

and ( b) discounted methods. . 

Undiscounted methods include pay back period calculation. 
benefit cost ratio approach, working out various return on mvest- 
ment (R.O.I.) percentages, etc. The dominant feature of all tnese 



INVESTMENT DECISIONS 


283 


methods is that time value concept of money, i.e., the intreest 
element, is not considered at all under these methods. 

Interest element or time value concept of money is taken into 
consideration in the other .set of methods, viz., the discounted 
methods. The basic principle adopted here is the farther we move 
from the present, the lower will he the value at present. 

There is thus the need for adjusting both investments and 
returns in respect of time. Discounted methods also have various 
approaches, viz., discounted pay back period, discounted benefit 
cost ratio approach, net present value (N.P.V.) approach, D.C.F. 
rate of return or internal rate of return (I.R.R.) approach^ etc. 
The results arrived at under the discounted cash flow techniques 
can be further refined by adopting more sophisticated techniques 
like risk analysis, and sensitivity studies. We shall now discuss 
and illustrate these methods and techniques. 

3. Pay Back Period 

The pay back period is defined as the period (number of years 
and months) at the end of which the net cash flow of a project 
is zero (0). In other words it is the period during which the 
original investment (cash outflow) is fully paid back by the returns 
(cash inflows). An example: 


Year Cash Flow Rs. Lakhs 



Project A 

Project B 

0 

(50) (Investment) 

(60) 

1 

5 

20 

2 

10 

20 

3 

15 

20->0 

4 

ro 

o 

1 

V 

o 

20 

5 

25 

20 

6 

30 

20 


The pay back period is 4 years in case of Project A and 3 
years in case of Project B. Judged by this criterion. Project B 
is better than Project A. This is how the relative altraotiveness 
of a number of competing projects is to be judged under the 
pay back period approach. 

Die pay back period is followed by those enterprises which 
are primarily interested in an early return of the original invest¬ 
ment to reduce the risk factor or to put the same money to a 
better alternative use after a period of time which coincides with 
the pay back period. 

Besides this, the pay back method has some distinct advantages, 
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(i) It is simple to understand and easy to calculate. 

(ii) It indicates at once an investment which is outright un¬ 
acceptable (if the total investment is not paid back during 
the lifetime of the project). 

(iii) In an industry which is experiencing rapid technological 
changes, pay back method ensures some protection against 
the danger of obsolescence (since investment decisions are 
based upon the lowest pay back period approach). 

But the pay back period approach suffers from some serious 
limitations, e.g., 

(i) It docs not consider the interest factor or the time value 
concept of money. 

(ii) It does not consider the staggering of the return during 

the pay back period. (Two projects may have the same 
pay back period, viz., 3 years; but the pattern of cash 
flow may be say 154-7 + 3 in one case and 5+7 + 13 in 
the other). 1 

(iii) It does not take into account the post pay back period 
returns which could be significant Ln some cases. 


4. Return on Investment (R.O.I.) 

The return on investment method is a popular method of 
judging the acceptability of a project. To calculate the R.O.I. 
both the investment and the returns are to be worked out with 
proper perspective. 

Total investment usually means the net fixed assets (gross fixed 
assets less depreciation) plus net working capital (current assets 
less current liabilities) relatable to a particular project or an 
alternative. Returns may be cither pre-tax or after-tax In most 
cases, however, the after tax cash flows are taken to be the re¬ 
turns. Sometimes ‘Ebit’ (Earnings before Interest and Tax) is 
taken to be the returns for the purpose of R.O.I. calculations. 

R.O.I. is calculated as the percentage of annual return or in¬ 
come to average investment in case of each project. A business 
may have some minimum expectation in the form of R.O.I. 
percentage. This minimum expectation is called the cut-off rate 
of investment. The projects showing R.O.I. below the ‘ cu ^'°® 
rate’ will automatically be excluded’ from consideration. And 
obviously, the one with the highest R.O.I. rate, will be accepted. 

The greatest advantage of the ROT. method is it is both simple 
and flexible. There may be different ‘frames of reference’ for 
calculation of R.O.I. to meet different purposes. For example, 
a trading company working with a tight working funds position 
may judge its project profitability on an R.O.I. purely based on 
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working capital requirements. Investments in such a case would 
be equal to the working capital requirement under each alterna¬ 
tive project. The R.O.I. method, just as the pay back period, 
suffers from the limitation that the interest factor is not considered. 

Taking the figures used in the example under pay back period, 
the R OT. percentages may be calculated as follows: 

Rs. 105 lakhs 

Project A: Average annual return =-= Rs. 17.5 

6 

lakhs. This works out to about 31.7 per cent on the original 
as well as the average investment of Rs. 50 lakhs. 'The R.O.I. 
is therefore 31.7 per cent. 

Project B: Average annual return of Rs. 20 lakhs works out 
at 33^ per cent of the original as well as the average investment of 
Rs. 60 lakhs. The R.O.I. is therefore 33^ per cent. 

Project B is, therefore, better than Project A. 


Another illustration of R.O.I. 

The ‘cut-off rate’ of the company is 25 per cent in terms of 
average cash flow or returns. Three projects X, Y and Z are 
under consideration. The investment pattern (assumed to be 
uniform for all the three projects) and the respective cash flow 
or returns are given below. In the last column arc computed the 
average ‘investment* and average ‘returns’ and the R.O.I. per¬ 
centages. 

(Figures in Rs. lakhs) 


Year: 

Investments 

Fixed assets 
Working capital 
Total 

Returns* (Cash flow 
= net profit less tax 
add interest and 
depreciation) 

Project X: 

Project Y: 

Project Z: 


1 

2 

3 

m 

10 

10 

15 

15 

5 

10 

30 

40 

15 

20 

45 

55 


Nil 5 10 15 

5 10 10 10 

3 10 15 17 


5 Average 


15 

13 

50 

27 

65 

40 




R.O.I.% 

20 

10 

25% 

5 

8 

20% 

15 

12 

30% 


- Remarks: (i) Project Y is to be summarily rejected since the 

J™ 1 - T f ie , ( 20 %) is below the ‘cut-off rate’ 
(25%) of the company. 

(ii) Between X and Z, Project Z shows higher 

R.O.I. rate (30%) and is, therefore, the more 
attractive one. 
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* In case return is related to own investments (or equity) only, 
for the purpose of R.O.I., interest should not be added back. 
Return or cash flow will then be equal to post-tax profit plus 
depreciation added back. 


5. The Discounted Cash Flow (D.C.F.) Techniques in General 


Discounted cash flow or ‘time adjusted return’ is nothing but 
present value of different cash flows or returns in different future 
years; that is, the future returns brought down to the equivalent 
present value level by applying suitable discount (or interest) 
rate. 

Discounted cash flow technique is a breakthrough in the area 
of project evaluation since, unlike all other conventional methods, 
this technique for the first time sought to recognise and introduce 
the ‘Time value concept of money' or the interest factor. From 
the commonsense point of view, Rs. 100 payable today is of 
greater value than Rs. 100 payable say, after one year, because 
of the interest factor involved. Assuming a 10 per cent interest 
rate, Rs. 100 today is equivalent to Rs. 110 after one year. 
Alternatively, Rs. 100 after one year may be discounted to 
about Rs. 90 (at 10 per cent rate), which is really the present 

value. 

If we ignore the interest factor and add up all future cash 
flows in absolute monetary terms, it would be a fallacy of aggre¬ 
gation—addition of amounts from different platforms—different 
Trames of reference’. Further, on the basis of this so-called total 
cash flows if we compare the profitability of different projects, 
that comparison will not be on an ‘apples to apples’ basis, but 
between dissimilar things. Discounted cash flow technique solves 
these problems of aggregation and comparison. Therefore, the 
relative profitability of different projects assessed after the appli¬ 
cation of D.C.F. technique is both correct and realistic 

As already indicated, there are various approaches in the appli¬ 
cation of the D.C.F. technique. We will now illustrate these. 


Discounted pay back period approach 

If we assume a discounting rate, i.e., interest rate of 10 per 
cent and rework the pay back period, on the basis of the same 
set of data given earlier under Projects A and B, t c posi i 

will be as follows: 
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m 

(Rs. Lacs) 


CASH FLOWS 




Project 

A 

Project 

B 

Year 

Discounting 

factor 

absolute 

amount 

present 

value 

absolute 

amount 

present 

value 

0 

1 

(50) 

(50) 

(60) 

(60) 

1 

.91 

5 

4.55 

20 

18.20 

2 

.82 

10 

8.20 

20 

16.40 

3 

J5 

15 

11.25 

20 

15 00 

-> 0 

4 

.68 

20 

13.60 
-> 0 

20 

13.60 

5 

.62 

25 

15.50 

20 

12.40 

6 

.56 

30 

16.80 

20 

11.20 


Notes on Workings: 


(i) Discounting factors available from discounting tables (or 
present value tables). 

(ii) P. V. in each case = amount of cash flow X the discount¬ 
ing factor. 

(iii) Cash flows assumed to accrue at the end of each year. 

The pay back periods of the two Projects as shown above are 
4 8 years for A and 3.75 years for B. B. is therefore better than 
A. It may be noted here that under the undiscounted pay back 
method also B is considered to be better than A. But on this 
basis the pay back period is 4 years for A and 3 years for B. 

Discounted benefit cost ratio approach: 

following the same set of data as above, the Benefit Cost 

ijatio on an undiscounted basis would be 105/50 = 2.1 for 

Iroject A and in case of Project B. 120/60 = 2. On this 

basis therefore. Project A is considered to be better than Project 

Si ... ta ^ e „ the discounted benefit cost ratio approach, 
the position is as follows: 


Discounted benefit cost ratio = 

69.9 

Project A = - = 1.398 


Total present value of returns 
Total investments at present value 


50 


86.8 


Project B 


60 * 


1.447 
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On this basis. Project B is better than Project A. The results 
arrived at (i.e. 1.398 and 1.447) are also called profitability 
indices or profitability factors of the respective Projects. 

6. Net Present Value (N.P.V) Approach 

Under this approach a suitable discounting rate is first decided 
upon. Usually this rate is equal to or more than the cost of 
borrowing or cost of capital for investment. Thereafter all the 
cash flows—both ‘out’ (investment) and ‘in’ (returns)—are con¬ 
verted into their respective present values applying the discount¬ 
ing rate. To facilitate the work, discounting tables are used 
(which show P.V. of Re. 1 at different periods and under diffe¬ 
rent discounting rates). The net total present value of all projects 
is then computed. 

An Illustration 

Continuing the same example in respect of Projects A and B 
we may work out the NPV (assuming as before, a discounting 
rate of 10 percent and cash flows accruing only towards the end 
of the respective years). 

Cash flows (in Rs. Lakhs) 




Project A 

Project B 

O') 

P.V. of (investment) 

(50) 

(60) 

(ii) 

P.V. of returns 

(total of all future returns, 

as calculated earlier) 

69.90 

86.80 

(iii) 

Net present value (N.P.V.) 

19.90 

26.80 


Ratio of N.P.V. to P.V. 
of investment 

0.398 

0.447 


N.P.V. as percentage of 

P.V. of investment 

39.8% 

44.7% 


Let us now indicate the Decision Rules under N.P.V. approach: 

(i) A project showing negative N.P.V. is to be summarily 
rejected (since it does not recover the original investment), 
(ii) Criterion of project selection is the absolute N.P.V. amount 
if the P.V. of investments of the competing projects is 

around the same. 
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(iii) Criterion of project selection is the ratio (or percentage) 
of N.P.V. to the P.V. of investments for the respective 
projects in a situation where the P.V. of investments of 
the competing projects are significantly different. 

Following the decision rule (iii) above. Project B is considered 
to be better than Project A. 


7. D.C.F. Rate of Return on I.RJC Approach 

One of the major problems (call it a limitation!) of the N.P.V. 
approach is that of deciding upon the correct discounting rate. 
Needless to say, any improper decision in this respect may vitiate 
the project profitability analysis, particularly in cases were diffe¬ 
rent projects show widely different patterns of cash flows in 
different time periods. 

This problem is obviated by a slightly more refined approach 
of the D.C.F. technique. This is the D.C.F. rate of return (also 
called ‘time adjusted’ rate of return) approach or the I.R.R. 
calculation. Under this approach, the N.P.V. of each competing 
project is assumed to be zero and that unique discounting rate 
which would make NPV = 0 is to be arrived at separately for 
each project. The project showing the highest discounting or 
D.GF. rate is considered to be the best. 

The methodology of arriving at the D.C.F. rale is initially 
‘trial and error’ and then use of ‘interpolation' techniques, 
once the area of the rale is located after two or three trials. 

An illustration 


Let us continue with the same set of data for clearer under¬ 
standing. Assume the discounting rate of 10 per cent is not given. 
> e have to find the unique discounting rate in respect of each of 

the projects, A and B. which would result in a zero NPV in 
either case. ’ * 

** f lear from the workings that the DCF 

rate will be higher than 10 per cent in either case (since at 10 

£Z « 5 'Positive N.P.V., 0. Let us st^witha higher 

^^arv^in ° f f ,he two Pro*** and come down. 



PROJECT A 


Year 

* 

Trial 

No. 1 

Trial 

No. 2 

Cash 

flow 

( Rs. lakhs) 

Discount 

factor 

rale 20% 
P.V. 

(Rs. lakhs) 

Discount 

factor 

• 

rale 18% 
P.V. 

(Rs. lakhs) 

0 

(50) 

i 

(50) 

i 

(50) 

1 

5 

.83 

4.15 

.85 

4.25 

2 

10 

.69 

6.90 

.72 

7.20 

3 

15 

.58 

8.70 

.61 

9.15 

4 

20 

.48 

9.60 

.52 

10.40 

5 

25 

.40 

10.00 

.44 

11.00 

6 

30 

.35 

10.50 

.37 

11.10 

N.P.V. 



(0.15) 


3.10 


From the two trials, it is apparent that the D.C.F. rate must 
lie somewhere between 18 per cent and 20 per cent. The rate may 
be arrived by interpolation as follows: 

D.C.F. rate = 

N-P.V. of low trial 

Rate of low trial - X Dili, in rates 

N.P.V. of low trial between two 

-f deficit in N.P.V. trial* 

of high trial 

3.10 

= 18% f-X 2% 

3.10 4- 0.15 

.-= 18% -b 1.9% 

= 19.9% (or approximately, 20%) 
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2.00 

D.C.F. Rate = 23% 4- .- X 2% 

2.00 + 1.00 

— 24.33% {or approximately, 24%) 

D.C.F. rate or I.R.R. being higher in case of Project B, this 
would be better than Project A. The fact that both under un* 
discounted pay back method and under D.C.F. rate. Project B 
in the example is more attractive, is more a coincidence than 
due to any specific reason. Take the following case, for example: 

Year-end.1 2 3 4 5 6 7 - 11 

Cash Flow: 

Project X (40) 10 10 10 10 10 5 

Project Y (40) 4 8 12 16 20 100 


Pay back period D.CJF. rate of return 

Project X: 4 years 19% 

Project Y: 4 years 25% 

In spite of the same pay back period. D.C.F. rate differs signi¬ 
ficantly. 

It would be to our advantage to tabulate and study all the 
results, obtained under various methods, in respect of Projects 
A and B. 


Methods 


Project A Project B 


Relative 

attractive¬ 

ness 


Undiscountcd: 

1. Pay back period 

2. R.O.I. 

3. Benefit cost ratio 

Discounted 

4. Benefit cost ratio 
(profitability factor) 

5. Pay back period 

6. Net present value 
(percentage on invest¬ 
ment) 

7. D.C.F, rate (or I.R.R.) 


4 years 
32% 

2.1 


3 years 
33*% 

2 


1.398 
4.8 years 


39.8% 

20 % 


1.447 

3.75 years 


44.7% 

24% 


8. N.P.V. vs LRJl (or D.CF. Rate) 

r«,nr^; V ;, ind !u ateS the excess of ^ tcrtaI Present value of future 
urns over the present value of investments I R R (or D C F 

rate) indicates, on the other hand, the rate at which the Sh 
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flows (at present values), are generated in the business by a 
particular project. 

Both N.P.V. and I.R.R. iron out the differences due to interest 
factor or say, higher returns in earlier years vis-a-vis higher 
returns in later years (though the total returns in absolute terms 
may be around the same for several projects). 

Between the two, I.R.R. or D.C.F. rate is the more sophisti¬ 
cated method—a popular method as well, since: 

(a) I.R.R. method obviates the mostly subjective decision re¬ 
garding discounting rate. 

( b ) Whilst under N.P.V. the main basis of comparison is bet¬ 
ween different N.P.V.’s of different projects, under I.R.R. 
or D.C.F. rate approach a number of bases is available, e g: 
D.C.F. rates vs. current rate of return (on normal operations) 
D.C.F. rates vs. cut-off rate of the company 

D.C.F. rates vs. borrowing rate (or cost of capital). 

D.C.F. rates between different projects. 

D.C.F. rates of different projects vs. those of similar pro¬ 
jects of other companies. 

D.C.F. rates of different projects vs. D.C.F. rates of similar 
projects undertaken in the past. 

(c) The results under D.C.F. rate approach are simpler for 
the management to understand and appreciate. 

We should, however, be very careful in applying the decision 
rules properly when N.P.V. and I.R.R. calculations show diver¬ 
gent results. 

The rules are: 


(a) N.P.V. should be the basis of decision when 

(i) the projects are mutually exclusive in character; and 

(ii) there is a capital rationing situation. 


An Illustration on (ii) above: 


Assume there is a capital constraint of Rs. 300 and there are 
5 projects, the figures being as follows: 


Project 


F 

G 

H 

I 

J 


Investment First Year 


Rs. 

end Cash 
Flow 

Rs. 

100 

120 

100 

119 

100 

112 

200 

232 

300 

354 


N.P.V. 

I.R.R. 

at 10% 

% 

Rs. 

9.08 

20% 

8.17 

19% 

1.81 

12% 

10.89 

10% 

21.79 

18% 
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Under I.R.R. approach, F. G and H will be selected (total in¬ 
vestment required is Rs 300). But this would not be obviously 
correct. Project J should be the right selection in the case, based 
on N.P.V. results. The criterion we are adopting here is maxi¬ 
mising the total returns. 

(6) I.R.R. should be a better guide when there are plenty of 
project situations (as it is there in a big enterprise) and no big 
capital constraints (for example, in respect of macro-projects). 


9. The D.C.F. Techniques—-Concluding Observations 


Cash flows have to be calculated in accordance with the method 
explained earlier. To recapitulate, the simple formula to be 
followed is: estimated profit—tax -I- interest + book depreciation 
(i.e. the depreciation debited to PlL ale whether it be the same 
as or different from the ‘tax depreciation’.) 

The discounting factors should be taken up to four or five 
places of decimals from the table (not two places as we have 
taken for convenience). 

Timing of cash flows is important in any D.C.F. calculation. 
Sometimes investments may be staggered over a period that mav 
have started in the past. In such cases all oast cash flows should 
be discounted forward by applying suitable discount factors to 
elevate them to the ‘present value platform*. 

. Tn f . aI ! our illustrations worked out earlier, we have unde a 
simplistic assumption that all cash flows arise only towards the 
end of the year. In reality, however, cash flows generate in most 
cases evenly during a year. Discounting tables are available for 
such even cash flows also. For example. 0.91 may be the dis¬ 
count factor at 10 per cent for Re. 1 to be generated at the end 
of one year from now. If it is generated evenly throughout the 
year, the discounting factor at the same 10 per cent rate would 
be say, 0.955. 


c o° r D ,? F - calculation, a project may be cut off after say. 
tu 8, rw->!? years ‘ this is done for all the competing projects, 
the D.C.F. rates will not be significantly affected, though they 

i h rs& and wide,y different <* 

Lastly we may indicate here a few limitations of the D.C.F. 
technique, to be borne in mind always in its application: 


® ca *f of the t'me value concept of money, but 

V ™ e ,° m ? ney 35 . SUch (ie * based on purchasing 
power) Inflation element is, therefore, to be considered 

—y (say, while estimating costs, revenues and cash 
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(ii) I.R.R. results would be valid provided there is scope for 
reinvestment of cash flow of returns all the time. The con¬ 
dition may not exist always. 

(iii) Monitoring of actual cash flow on D.C.F. basis (to ensure 
that actuals conform to earlier estimates) is almost impos¬ 
sible in real life business situations. 

10. Risk Analysis 

Risk analysis is an attempt to reduce (if not eliminate) the 
element of risk involved in any investment decision which is 
basically and essentially a leap into the future. 

The basic data of most of the investment analyses are the sales 
forecasts. The actual result may be widely different from the one 
anticipated if there is any error in sales forecasting and/or if 
reality does not conform to the situation envisaged. If instead 
of a ‘deterministic’ sales forecast, we go by a ‘probabilistic’ sales 
forecast, the risk element may be reduced to some extent. Need¬ 
less to say, the probabilities would only be subjective—probabi¬ 
lities given by responsible people closest to the proposed project. 
Let us consider the following situation: 

PROJECT ‘P’ 

Sales forecast Probability of 

alternatives success 

A 0.05 

B 0.65 

C 0.30 


1.00 


The weighted average D.C.F. rate is 16 per cent (probabilities 
being taken as the ‘weights’). This gives a better and more 
reliable rate than any one of the three rates given above. 

Of course, it may be argued that if the worse comes to the 
worst, forecast ‘C’ may come true and we may net a meagre 
9 per'cent return. But some amount of calculated business risk 
must always be there, and more so in all investment decisions. 

In risk analysis Bayesian decision model can also be used. 
This approach allows a flexible detailed model to be built for a 
specific decision problem and uses explicit probabilities to reflect 
uncertainty. Furthermore, it provides an estimate of the value 
of additional information in reducing the uncertainty. 


D.C.F. rate 


30% 

18 % 

9% 
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11. Sensitivity Analysis 

Sensitivity analysis is a further refinement in project profit¬ 
ability appraisal. The purpose is to show: 

(i) The profitabilities of alternative sets of estimates for a 

project; and . 

(ii) The effect on profitability of variations m the factors in¬ 
volved. 

Lot us assume that against the estimates of three major factors 
of a project, variable cost may go up or down by 10 per cent; 
sales forecast may differ by 20 per cent and fixed cost may 
be up or down by 5 per cent. Considering all such probable 
changes a ‘pay-off matrix’ may be formed and the degree of 
sensitivity worked out. 

Sensitivity analysis, in essence, seeks to highlight the extent 
to which the original decision will remain despite some changes 
in the factors involved. Assume that the D.C.F. rate of a pro¬ 
ject is calculated to be 25 per cent and the cut off rate of the 
company is 15 per cent. There being no other viable alternative, 
a ‘go-decision’ is being considered. Now, it is also estimated 
that the sales forecast originally taken may go down by 20 pei 
cent and in that case the D.C.F. rate of return is also calculated 
to come down to, sav, 15 per cent. The logical conclusion would 
be that the ‘go-decision’ is unchanged up to 20 per cent reduction 
in anticipated sales and that it would probably be a ‘no-go 
decision’ if sales are apprehended to be down by more than 20 
per cent over the forecast. Following the same approach, we 
may consider the effect on the D.C.F. rate of return of increase 
or decrease in variable cost and also fixed cost. Realistically 
a number of combinations of changes in these three major fac¬ 
tors, viz., sales value, variable cost, and fixed cost, have to be 
taken into account in sensitivity analysis and results suitably 
included in the project analysis report for presentation to the 
decision-makers. 

12. Capita] Expenditure Budgeting and Control 

The mode of control of capital expenditures should be signifi¬ 
cantly different from that of normal revenue expenditures since 
any capital expenditure: 

(a) involves immediate cash outflow, sometimes of a significant 
amount, with little possibility of immediate returns; and 
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b) la h! r rain a . senes of extra revenue expenditures 
(Q.g. depreciation, maintenance, operators' wages or sala¬ 
ries general overhead expenses, etc.) which Ire a dvl 

on the revenue profits of the particular year and also of 
a few subsequent years. 

^ _ , i i * . the same time increase the profit- 

earning capacity of the business. Hence the importance of pru¬ 
dent investment on capital expenditure items need hardly be 
emphasised. 


While we are not going into a detailed and comprehensive 
control system for capital expenditures, we would like to mention 
here a few important considerations involved in it. 

(i) All capital expenditures should be categorised as produc¬ 
tive (say, plant and machinery) and service or support (office 
equipment, furniture, automobiles, etc.). It has been found that 
capital expenditures have a greater tendency to increase in the 
second category (service or support). A more stringent system of 
control is therefore called for in this area. 

(ii) All capital expenditures may be streamlined and centra¬ 
lised through a document, namely. Request for Capital Expendi¬ 
ture (R.C.E.) in a standard form, preferably printed. The R.C.E. 
will contain inter alia, the details of the asset to be purchased and 
the financial and non-financial justification for it. 

(iii) For each item of capital expenditure, an R.C.E. should be 
initiated, by the head of the department requiring the item. 
He should then pass it on to a responsible officer in the accounts 
department (say, the capital expenditure co-ordinator) for neces¬ 
sary verification and calculation of D.C.F. returns (in case of 
high value items). 

(iv) Before an item is purchased the relative R.C.E. duly 
verified should be authorised by the appropriate approval autho¬ 
rity. The levels of such approval authorities have to be decided 
in advance, depending on the amount of capital expenditure in¬ 
volved. For example, a departmental head may approve any 
R.C.E.’s upto Rs. 1000. The general manager may approve upto 
Rs. 2500 and beyond that all R.C.E.’s have to be authorised by 
the chief executive. Such limits should be determined with re¬ 
ference to the nature and volume of business and other pertinent 


factors. . 

(v) The R.C.E. for every item must be included in the 

budget. For any unbudgeted item, special approval by the chief 
executive would be necessary, irrespective of the amount involved. 

(vi) The capital expenditure budget or capital budget of the 
company should be complete in every detail in lespect of items, 
departments requiring them, nature of requirement (e.g., replace¬ 
ment or new), purpose code (e.g., expansion, production support. 
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employee welfare, pollution control, etc), estimated amount in 
each case, the timing of the cash flow, etc. 


13 Project Management and PERT/CPM 

Though not frequently, almost every company has to embark 
upon substantial expansion projects, diversification projects or 
any special project involving major capital or revenue expendi¬ 
tures. The efficient management of such a project specially dur¬ 
ing the construction and gestation period is imperative in order 
to: 


(a) keep the total project cost within limits; 

(b) complete the project within the scheduled time limit, if 
not earlier; and 

(c) remove all bottlenecks and settle all exigencies and emer¬ 
gencies promptly and efficiently. 

To ensure progress—systematically and as per schedule— 
facilitate prompt decisions and control costs, there should pre¬ 
ferably be a well-formulated project manual or control procedure 
detailing mter-alia: 


(i) the duties, functions and responsibilities of project man¬ 
agement personnel; 

(ii) the '-modus operandi of competitive bidding in connection 
with tender calls; 

(in) the project accounting systems and procedures (including 
progressive updating of cash flow plans); and ^ 

(iv) a suitable system of review and reporting. 

£ important 

sirxw ;L eir -cS e, s- 

th^o^ n lLfcXfpYh e S a ^o f ™CTM C, ^ Iy reIa,ed me ' 

™ i—«■» and Con¬ 


ti) 


(ii) 


activities must be mmnlS S even ‘ s - 'hat is. which 
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(iii) Determination of the critical path which controls the 
completion of the project, facilitates concentration on 
corrective action on the activities lying along this path. 

(iv) CPM once established may help project management even 
in ‘crashing’ time for the earlier completion of a project. 

(v) Periodic review of progress of a project is rendered easier 
through its PERT diagram. 

14. Case Studies on D.C.F. Application 

1. PHARMA-TRADERS LTD. 

(Mechanical Invoicing Project) 

The company is seriously considering a changeover from the 
present system of manual invoicing to invoicing with the help of 
small machines at all the major distribution centres, the total 
number of which is eight at present. It was envisaged that 
the cost and savings would be around the same in each case, 
if the company were to undertake mechanical invoicing system. 
Therefore, if the project is found to be viable, the company 
would implement the same in all its eight distribution centres 
(i.e., 8 units of the project will be implemented). A comprehen¬ 
sive study in respect of one unit of the project is given here. It 
is seen that the D.C.F. rate or I.R.R. comes tc around 22 per 
cent. Since the company follows a cut-off rale of 15 per cent 
I.R.R., the project appears to be attractive from the financial 
point of view. 

Exhibit I shows the basic data collected, workings of savings, 
expenses, etc. as well as some assumptions made. 

Exhibit 2 shows the workings of cash flow. 

Exhibit 3 shows how the D.C.F. rate of 22 per cent has been 
calculated. 

Exhibit Is Data and Assumptions 

1. Depreciation charged = 15% on straight line method 

2. Savings worked out as follows: 

(i) Clerical time saving (per month) 

Present hours — 175 

Proposed hours — 90 

85 hours saving per month 


= 1020 hours per annum 

Rs. 700 


Rate per hour 


175 


Rs. 4 
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Savings per annum = Rs. 4080 

Say, Rs. 4000 

(ii) Comptist time saving (per month): 

Present cost: 3 X 500 = Rs. 1,500 
—do—For invoicing: 25% = Rs. 375 

Estimated savings: 80% of 375 ~ Rs. 300 

= Rs. 3,600 per annum 

(iii) Stationery (20% of total cost); 

Present cost: Rs. 1,600 per annum 

Savings @ 20% = Rs. 320 p.a. 

Total Saving per annum — 

(i) Rs. 4000 

(ii) Rs. 3600 

(iii) Rs. 320 


Rs. 7920 


Assumption: 15% increase in savings per annum. 
3. Recurring expenses: 


Estimated at Rs. 500 p.a. (including stationery) 

(no special operator) 

plus Rs. 250 annual service charges (including repairs & 
replacement) 

( Serv ice free in the 1st year) 

In the 4th & 5th year, recurring expenses increase by Rs. 250/- 
4. Tax at 67%. 


Exhibit 2: Cash Flow 


l. 


3. 

4. 

5. 


Year 


0 


Capital cost of 
equpiment (cash 
flow on 

investment) (15000) 

Gross cost savings 
Less recurring 
expenses 

Net cost savings 
Net cost savings 
after tax 
Depredation 
Cash flow (3+4) 


1 

2 

3 

4 

5 

7,920 

9,108 

10,474 

12,035 

17,852 

500 

750 

750 

1,000 

1.000 

7,420 

8,358 

9,724 

11,035 

16,852 

2,449 

2,758 

3,209 

3,642 

5,561 

1,950 

1,950 

1,950 

1,950 

1,950 

4,399 

4,708 

5,159 

5,592 

7,51! 
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Exhibit 3: Discounted Cash Flow 


Year 

Cash Flow 

Rs. 

Trial 

No. 1 

Trial 

No. 2 

Discount 

Factor 

Rate 25% 
P.V. 
(Rs.) 

Discount 

Factor 

Rate 20% 
P.V. 
(Rs ) 

0 

(15,000) 

i 

(15,000) 

i 

(15,000) 

1 

4,399 

.80 

3,519 

.83 

3,651 

7 

dm 

4.708 

64 

3,013 

.69 

3,249 

3 

5,159 

.51 

2,631 

.58 

2,992 

4 

5,592 

.41 

2,293 

.48 

2,684 

5 

7,511 

.33 

2,479 

.40 

3,004 

N.P.V. 



(1,065) 


580 


580 


DCF. Rate = 20% + -x 5% 

580 + 1065 


= 20% + 1.76 

= 21.76 (or approximately, 22%) 


2. DEV ENGINEERING ENTERPRISE 
(Choosing one out of two mutually exclusive projects) 


The firm has developed successfully the prototypes of two house¬ 
hold equipments with different features but having more or less 
the same application. All necessary data in iespect of invest¬ 
ments, returns etc. have already been collected for each of these 
two equipments The relevant details are provided below under 
project P and Project Q respectively. 

Years 


Investments 


0 


1 


Project P (Rs. lakhs) 60* 25* 

Project Q (Rs. lakhs) 80* 20 

• Fixed Assets; Rest are working Capital 


Profitability at year-ends: 

Sales-in 000 units for Year 1 

% increase | yr 

Sales price Rs.|unit 

Variable costs Rs.|unit 

Fixed costs—for year. 1 (Rs.|lakhs) 

% increase|yr. 

Depreciation—St. line method 


Project P 
20 
20 % 
1000 
800 
5 

10 % 

10 % 


5 

10 



Project Q 
15 
25% 
1500 
1250 
S 

10 % 

10 % 
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Investment Allowance at 25 per cent will also be available, 
besides depreciation, only in year 1 in respect of only plant and 
machinery installed during the year 0 and year 1, the total value 
of such installations being Rs. 68 lakhs for Project P and Rs. 70 
lakhs for Project Q. 

Estimated Interest charges (not included in the fixed costs) are 
as follows: 

Project P — Year 1 Rs. 3 lakhs and each jeai thereafter 

Rs. 4.5 Lakhs. 

Project Q — Year 1 Rs. 4 lakhs, years 2 and 3 Rs. 4 lakhs 

per year, years 4 and 5 Rs. 5 lakhs per year. 

Each of the proposed new projects will also be entitled for 
benefits under Section 80J of the Income Tax Act of India (tax 
exemption for 5 years on profits upto 1\ per cent on capital em¬ 
ployed). The average tax rate of the company may be assumed 
to be 60 per cent. 

Since the project life is truncated at the end of 5 years, in 
either case, for the purpose of D.C.F. analysis, it may be further 
assumed that: (i) there is no salvage value of fixed assets and 
(ii) working capital will be recovered in full at the end of year 5. 

The company follows a cut-off rate of return of 15 per cent 
on D.C.F. basis. We will first show here the workings on: 

Estimated cash flow — Project P 

-do- — Project Q 

D.C.F. rate of return — Project P 

-do- — Project Q 

then add some notes on our workings at the end and finally give 
our recommendation as to which of the two projects is financially 
more viable. 


(Figures in Rs. lakhs) 
Estimated Cash Flow — Project P 




t 

2 

3 

4 

5 

1 . 

Sales (Units) 

20,000 

24,000 

28.800 

34,560 

41,472 

2 . 

Contribution 







(per unit = 







1000 — 800 = 200) 

40.00 

48.00 

57.60 

69.12 

82.94 

3. 

Fixed Cost 

5.00 

5.50 

6.05 

6.66 

7.32 

4. 

Depreciation 







and Investment 







allowance 

25.50 

8.50 

8.50 

8.50 

8 50 

5. 

Interest 

3.00 

4.50 

4.50 

4.50 

4 50 
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6 . 

Pre-Tax Profit 

6.50 

29.50 

38.55 

49.46 

62.62 

7. 

No-Tax Profit 
(80J Benefit) 

6.38 

6.75 

7.13 

7.50 

7.88 

8 . 

Taxable Profit 

0.12 

22.75 

31.42 

41.96 

54.75 

9. 

Tax (@60% on 8) 

0.07 

13.65 

18.86 

25.18 

32.85 

10 . 

After-Tax Profit 
(8 — 9 + 7) 

6.43 

15.85 

19 69 

24.28 

29.78 

11 . 

Cash Inflow 
(10 + 4 + 5) 

34.93 

28.85 

32.69 

37.28 

42.78 

12 . 

Cash out Flow 

25.00 

5.00 

5.00 

5.00 

5.00 

13. 

Net Cash Flow 
(11 — 12) 

9.93 

23.85 

27.69 

32.28 

37.78 


— Do — W. C. Recovery in 

year 6: 20DO 




Estimated Cash 

Flow — 

Project Q 



1 . 

Sales (Units) 

15,000 

18,750 

23,438 

29,297 

36,621 

2 . 

Contribution 

(per unit = 1500 — 







1000 = Rs. 500) 

37.50 

46.88 

38.59 

73.24 

91.55 

3. 

Fixed Cost 

8.00 

8.80 

9.68 

10.65 

11.71 

4. 

Depreciation and 
Investment 

Allowance 

25.50 

8.00 

8.00 

8.00 

8.00 

5. 

Interest 

4.00 

4.50 

4.50 

5.00 

5.00 

6 . 

Pre-Tax Profit 

0 

25.58 

36.41 

49.59 

66.84 

7. 

No-Tax Profit 
(80J benefit) 

7.50 

7.50 

8.25 

8.25 

9.00 

8 . 

Taxable Profit 

(7.50) 

10.58 

28.16 

41.34 

57.84 

9. 

Tax (@ 60% on 8) 

— 

6.41 

16.90 

24.80 

34.70 

10 . 

After Tax Profit 
(8 — 9 + 7) 

— 

11.77 

19.51 

24.79 

3214 

11 . 

Cash Inflow 
(10 + 4 + 5) 

29.50 

24.27 

32.01 

37.79 

45.14 

12 . 

Cash Outflow 

20.00 

— 

10.00 

— 

10.00 

13. 

Net Cash Flow 
(11 — 12) 

9.50 

24.27 

22.01 

37.79 

35.14 


W. C Recovery in year 6: 40.00 
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D.CF, Rate of 

Return — Project 

P 


Year 

Cash 

Discount 


@30% 


Flow 

Factor 


P.V 


(Rs. Lakhs) 




0 

(60.00) 

i 


(60.00) 

. I 

(25.00) 





34.93 




Net 

9.93 

.77 


7.65 

2. 

23.85 

.59 


14.07 

3. 

27.69 

.46 


12.74 

4. 

32.28 

.35 


11.30 

5. 

37.78 

.27 


10.20 

6. 

20.00 

.21 


4.20 


N.P.V. 

* 


0.16 


D.C.F. Rate 

= 30% (app.) 



Note: The N.P.V. in the first trial itself being very 

close to 

zero, the 

result 

is obtained without 

any need for second trial. 



D.CF. Rate of 

Return — Project Q 


Year 

Cash Discount @ 20% Discount 

@25% 


Flow Factor 

P. V 

Factor 

P.V. 


(Rs . Lakhs) 




0 

(80.00) I 

(80.00) 

i 

(80.00) 

1. 

(20.00) 





29.50 




Net 

9.50 .83 

7.89 

.80 

7.60 

2. 

24.27 .69 

16.75 

.64 

15.53 

3 

• 

22.01 .58 

12-77 

.51 ‘ 

11.23 

4. 

37.79 .48 

18.14 

.41 

15.49 

5. 

35.14 .40 

14.06 

.33 

. 11.60 

6 . 

40.00 .33 

13.20 

.26 

10.40 

» 1 

N.P.V. 

2.81 


(8.15) 


2.81 




D.C.F Rate 

• 

= 20% H- 

x 5% = 20% -f 

1.28% : 

= 215*8% 

ar a 

10.96 

9 • * m 

* 1 » • % 

or 213% (app.) 


,1. Since there is no salvage value of fixed assets, no treatment 
is required on this score. (If, however, there was any salvage 

taJeS)’ 11 W ° U d have to ^ dis counted to the present value 
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2. It is stated that the working capital is fully recovered at 
the end. To ensure proper treatment in this regard we have 
added one year more to the project life and the Working capital 
recovery is shown against year 6. 

3. We have not given any treatment on account of terminal 
Depreciation (i.e. original book value minus total depreciation 
written off in 5 years) on fixed assets. This is on the basic assump¬ 
tion that both the projects have a life longer than 5 years, but 
it is cut-off at the end of 5 years for D.C.F. purpose. If this 
assumption is varied and terminal depreciation taken into account, 
the D.C.F. rate of return in either case would slightly increase. 

Recommendation: 

1. Beth the projects satisfy the company’s norm as regards 
cut-off rate, i.e., 15 per cent I.R.R. 

2. Between the two. Project P is better than Project Q. from 
financial attractiveness point of view. 

3. INDO-AMERICAN EQUIPMENTS LTD. 

(Setting up of a new industrial undertaking with American 

collaboration) 

The company intends to set up a plant in a backward region 
in India with technology and knowhow obtained from the foreign 
collaborators. A new company will be floated for this purpose 
with about 40 per cent foreign equity participation. 

The details about the project, viz., its cost and investments, 
revenues, etc., have not been given here. But the rather com¬ 
prehensive project analysis made in this regard is shown in three 
exhibits. 

Exhibit 1—Progressive Balance Sheets (projected) of the pro¬ 
posed new company, starting with the end-year 1 and ending with 

the end-year !5. . „ 

Exhibit 2—R.O.I. calculations under undiscounted basis as well 

as all relevant data for this purpose. 

Exhibit 3—Discounted Cash Flow rate of return calculations. 
The D.C.F. rate has been calculated first for the project as a 
whole and then only from the foreign company’s point of view. 

It may be noted, in this connection, that the results as per 
Part B of the D.C.F. calculation (i.e.. under Dollar-Out-Dollar- 
In Cash Flow approach) is of significant relevance from the 
viewpoint of the foreign company in deciding upon whether to 
invest or not in this project in India. However, the D.C.b. ra 
for the project as a whole will be of relevance to the investors 
as well as financiers in India (including the financial institutions) 
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in deciding whether or not to invest money or render financial 
support to the project. 

It is expected that the Balance Sheets shown under Exhibit 1 
and the other data provided under Part A of Exhibit 2 will 
enable one to develop a complete project profile from financial 
angle, covering investments in fixed assets, investments in working 
capital, plan for financing these investments, earnings before in¬ 
terest and tax, profit before tax, profit after tax, cash flows, 
dividends, payments to foreign collaborators under various heads 
and so on. These things must be worked out in the case, besides 
studying the workings of the returns from the project from various 
angles. 


Exhibit I 

PROGRESSIVE BALANCE SHEETS (PROJECTED) 

(Figures in Rs. Lakhs) 




— 1 

1 

2 

3 

4 

5 

LifibiLcticu 

1. Equity 

200 

200 

200 

200 

200 

200 

2 . 

Reserves & Surplus 

— 

— 

10 

59 

151 

248 

3. 

Own capital 

200 

200 

210 

259 

351 

448 

4. 

Long-term loan 

35 

35 

35 

53 

47 

41 

5. 

Short-term loan 

50 

50 

33 

16 



6 

Cash credit from banks 

15 

45 

75 

100 

135 

156 

7. 

Total borrowings (4 to 6) 

100 

130 

143 

169 

182 

197 

8 . 

Trade credit 

-■ 

25 

45 

60 

80 

95 


Total 

300 

355 

398 

488 

613 

740 


Assets 

(i) Fixed assets: 


plant & machinery 

Less: depreciation 

(accumulated) 

115 

115 

12 

115 

24 

187 

36 

187 

55 

187 

74 

Total (i) 

115 

103 

91 

151 

132 

113 

(n) Other capitalised assets 

1. Know-how fees 

2 - Technical services 

3. Pre-Operative expenses 

20 

20 

85 

20 

20 

85 

20 

20 

85 

20 

20 

85 

20 

20 

85 

20 

20 

85 

Total (ii) 

125 

125 

125 

125 

125 

125 

Total fixed assets (1) F (ii) 

240 

228 

216 

276 

257 

238 
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Inventory & other current 
assets 

Accounts receivables 

Cash at bank 

P & L A|c (Loss) 

30 

70 

90 

30 

17 

30 

140 

60 

22 

190 

70 

17 

260 

95 

66 

290 

110 

167 

Total current assets 

100 

167 

222 

277 

421 

567 

Total 

340 

395 

438 

553 

678 

805 

Less: Cash grant 

(Backward area subsidy) 

40 

40 

40 

65 

65 

65 

TOTAL 

300 

355 

398 

488 

613 

740 

Notes: 

Working capital 

100 

142 

177 

217 

341 

472 

Injection of w.c.yr. to yr. 

(to be treated as fresh 
investments) 

100 

42 

35 

40 

124 

131 

Investments in fixed assets 

200 



47 




Exhibit n 


R.O.I. APPROACH — 


UNDISCOUNTED BASIS 

(Figures in Rs. Lakhs) 


Detail* 


Year 


— 1 


A. Data 


(A) 

Own 

200 

(B) 

Loan 

100 

(C) 

Total 

300 


Total return: 

(i) Ebit (earnings before 
interest and tax) 

(ii) P.B.T. (profit before tax) — 

(iii) P.AT. (profit after 
tax) - 

(iv) Cash-in-Flow (after tax 
Profit + Depreciation + 
Interest) 


130 

330 


- ( 12 ) 


FC’s Investment 
PC’s Return (Before Tax) 
FC’s Return (After Tax — 
Assuming Tax @ 40%) 


— 12.0 


2 

3 

4 

5 

Annual 

Average 

210 

259 

351 

448 

278 

143 

169 

182 

197 

154 

353 

428 

533 

645 

432 

84 

100 

168 

217 

92.8 

62 

74 

140 

188 

72.3 

60 

69 

132 

176 

67.8 

92 

107 

179 

224 

1208 

82.5 

82.5 

82.5 

82.5 

69.6 

29.8 

35.8 

59.6 

86.2 

37.2 

17.9 

21.5 

35.8 

51.7 

22.3 
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B. R.OI. Percentages oo Average Basis 

(i) Ebit as percentage on total investment 

(ii) PBT as percentage on own investment 

(iii) PAT as percentage on own investment 

(iv) Cash in-flow as percentage on total investment 

(v) F.C.’s return before tax as percentage 
on F.C.’s investment 

(vi) F.Q's return after tax as percentage 
on F.C.’s investment 


21 -% 

26 % 

24% 

28% 

53% 

32.1% 


C. ROI. taking year 5 as the representative year (with full capacfty 
working) 

(i) Ebit as percentage on total investment 

(ii) PBT as percentage on own investment 

(iii) PAT as percentage on own investment 

(iv) Cash in-flow as percentage on total investment 

(v) F.C.’s return before tax as percentage on 
F.C.’s investment 

(vi) F.C.’s return after tax as percentage on 
F.C.’s investment 


34% 

42% 

39% 

35% 

105% 


63% 


Not*; F. C. means foreign collaborator. 

Exhibit III 

DISCOUNTED CASH FLOW (DCF) RATE OF RETURN 

APPROACH 

A. The Project as a Whole 


Year 


Cash Flow 


(out) 


in 


—1 (300) 

1 (42) 

2 (35) 

3 (87) 

4 (124) 

5 (131) 

6 

7 

8 
9 
10 

Fixed Assets 
Working Capita! 472 
N.P.V. 


0 

94 

107 

179 

224 

224 

224 

224 

224 

224 

18 


} 


Net 

Discount 

Factor 

@ 20% 
PV. 

Discount 

Factor 

@ 25% 
P.V. 

(300) 

1.20 

(360.00) 

1.25 

(375.00) 

(42) 

0.81 

(34.86) 

0.80 

(33.60) 

59 

0.69 

40.71 

0.64 

37.76 

20 

0.58 

11.60 

0.51 

10.20 

55 

0.48 

26.40 

0.41 

2255 

93 

0.40 

37.20 

0.33 

30.69 

224 

0.33 

73.92 

0.26 

5824 

224 

0.28 

62.72 

0.21 

47.04 

224 

0.23 

51.52 

0.17 

38.08 

224 

0.19 

42.56 

0.13 

29.12 

714 

0.16 

114.24 

0.11 

78.54 



66.01 


(56.38) 


P C F- rate of return = 22.7% (approximately) 
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B- For F.C. Dollar-out-Dollar-in Cash Flow Approach 


Year 

Cash Flow 

I 

Discount 

Factor 

@ 50% 
P.V. 

Discount 

Factor 

@ 40% 

P.V. 

(out) 

in 

Net 

—1 

(5) 

— 

(5) 

1.51 

(7.5) 

1.4 

(7.0) 

1 

(75.5) 

7.2 

(68.3) 

0.67 

(458) 

0.71 

(48.5) 

2 

— 

17.9 

17.9 

0.44 

7.9 

0.51 

9.1 

3 

— 

21.5 

21.5 

0.30 

6.5 

0.36 

7.7 

4 

— 

35.8 

35.8 

0.20 

7.2 

0.26 

9.3 

5 

— 

51.7 

51.7 

0.13 

6.7 

0.19 

9.8 

6 

— 

51.7 

51.7 

0.09 

4.7 

0.13 

6.7 

7 

— 

51.7 

51.7 

0.06 

3.1 

0.10 

5.2 

8 

— 

51.7 

51.7 

0.04 

2.1 

0.07 

3.6 

9 

— 

51.7 

51.7 

0.03 

1.6 

0.05 

2.6 

10 

— 

51.7 

51.7 

0.02 

1.0 

0.04 

2.1 

N.P.V 





12.5 


0.6 

D.C.F. 

Rate of 

Return 

= 40% 

(approximately) 




Assumptions and notes on workings 

1, For the purpose of ROI calculations (undiscounted basis), 
the project life is assumed to be five years, excluding year 1 
when investments begin. Accordingly, the rate of return on in¬ 
vestment from various angles have been worked out taking into 

account: . 

(a) Annual average return on annual average investment; and 
(Z>) Year 5 as the representative year, since in this year the plant 
will be working in full capacity. 

2. For the purpose of discounted cash flow workings, a ten- 

year time horizon has been assumed (excluding again year 1). 
It has also been assumed that both the investments and returns 
relative to year 5 will hold good for the subsequent five years. 
This is based on the fact that the plant will reach its full capa¬ 
city working in year 5. Realistically, however, there might be 
some cost increases during the subsequent 5 years. , 

assumed that such cost increases would be offset by equivalent 

increases in selling prices. „ 

3 The resale value of fixed assets at the end of the project 

life has been worked out on the basis of written down value of 

the aTsetTfscrap value = original cost 187 - Accumulated 

Depreciation 169 — 18) 


■Section Five 


MARKETING PERFORMANCE 

EVALUATION 

Five Chapters included in this Section attempt to explore the 
various 'methods, quantitative as well as otherwise, available 
for evaluating the performance of the marketing function as 
a whole and also its various sub-functions. The discussion 
starts with an overview of marketing performance evaluation. 
(Chapter 20). Then in the subsequent four Chapters an 
attempt is made to explore the mode of evaluation of four 
important sub-functions of marketing, viz, selling, advertise¬ 
ment and promotion, distribution or placement, and other 
marketing services functions, especially marketing planning 
and marketing research. 

Performance evaluation has been construed as a necessary 
pre-condition or pre-requisite to the monitoring and control 
of operations. And these aspects of control form the subject- 
matter of the immediate next Section 








Chapter 20 


MARKETING PERFORMANCE EVALUATION- 

AN OVERVIEW 

1. Scrme General Concepts and Approaches; 2. Evaluation of 
Marketing Objectives; 3. Criteria for Measuring Overall 
Marketing Performance; 4 Evaluation of Other Aspects 

1. Some General Concepts and Approaches 

According to Drucker, the justification for the existence of a 
business in society is two-fold, viz., innovation and marketing. 
This contention may be valid in advanced economies but perhaps 
not in developing economies like India. However, the importance 
of marketing even in developing countries should not be under¬ 
estimated. With growing competition and steady transition from 
the sellers’ market to the buyers’ market even in developing coun¬ 
tries, marketing has become an increasingly important funct'on 
and perhaps the main reason for the existence of an enterprise. 
This has no doubt made marketing both challenging and exciting. 

Quoting Drucker again, “there is onlv one valid defin ; tion of 
business purpose: to create a customer” (The Practice of Manage¬ 
ment). Any attempt towards the evaluation of marketing per¬ 
formance should therefore start with assessing how far the enter¬ 
prise has been able to create, recreate, hold and attract the 
customer. Theodore Levitt (The Marketing Mode) describes the 
means bv which this customer-creating-recrearing-holding-attract- 
ing activity can be performed. “People don’t buy products: they 
buy expectation of benefits. .. . A product is not just what the 
engineers say, but also what is implied by its design, its nackag- 
channels of distribution, its price, and the quality and 
activities of its salesmen. A product is therefore a transaction 
between the seller and the buyer — a synthesis of what the seller 
intends and the buyer perceives.” 

Success in marketing through customer-creation is achieved by 

tiTtr 01 m . ana g era ent of the marketing-mix and consequently, all 
uie Ps (viz., product, price, promotion, people, etc.) that go to 

P™ ta e marketing-mix. To manage their affairs, marketers 
nave at their command all the resources. And they are supposed 
to optimise the results by efficient management of such resources. 
Surplus or profit is produced by striking a balance between re¬ 
sources and results in the most optimal manner. Any scheme 
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of evaluation should, therefore, highlight how and to what extent 
this balance, reflected through profit or surplus, has been achieved. 

rerformance evaluation should not, however, be confined to 
the measurement of results alone, though emphasis is always 
placed on the results or profits. It is necessary to appraise the 
strategies and tactics too, not just the results obtained. Results 
might sometimes come accidentally, without any creative efforts, 
similarly, results may not be all that satisfactory despite the 
efforts and the right tactics adopted. Any evaluation scheme 
should do well to take care of this aspect and this is more 
important from the long range pomt of view. 

As we have indicated earlier (Chapter 1), following Prof. Kotler, 
marketing is finding the product for the market and at its worst, 
market for the product. That being so. marketers have a very 
important role to play in decision-making in all phases of manage¬ 
ment. To quote Levitt again: “When we view the product as 
something far more than its generic content, we are immediately 
faced with the necessity of a new way to plan for its creation 
and a new way to manage the process by which we attract and 
hold customers. It means that products must be planned, not 
iust des'gned. It means that the people charged with selling 
the product must participate in its creation at the outset, not 
iust after thev get it from the manufacturing department.” Tims 
marketers have got to be deeplv involved in designing the pro¬ 
duct to suit the diverse and specific reouirements of the customer. 
Tin's may apparently seem paradoxical in the age of mass pro¬ 
duction. But when we see that no two cars of General Motors 
are exactly identical, we understand the need for meeting cus¬ 
tomers’ specific requirements even with the adoption of mass 
production technology. An evaluation of marketing performance 
should necessarily consider this aspect also, viz., how far the 
marketers with a strong consumer orientation are. helping product 
designs to meet customers’ diverse requirements. 

Evaluation of marketing performance can also be considered 
as marketing audit which is a very important area, may be the 
most important area, of management audit. Management audit 
covers all aspects of management, both the process of manage¬ 
ment and the functions of management. Marketing being, in 
most cases, the most important function of management, market¬ 
ing audit should consequently be the most important area of 
management audit. Marketing audit again covers all the general 
marketing functions as well as the specific marketing functions. 

It covers, therefore, selling, distribution, advertising and promo¬ 
tion. market research, product management and so on. 

Basically marketing audit should take the form of an inde¬ 
pendent examination of all aspects of marketing efforts wit 3 
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view to appraising what is being done and recommending effective 
changes to improve efficiency and effectiveness of marketing 
operations. Accordingly, it should cover the following: 

(<?) The level of resources allocated to various marketing efforts 
as well as activities. 

(b) Effectiveness of the marketing organisation—both the struc¬ 
ture and the process—including authority, responsibility, 
delegation, communication, line-staff harmony, etc. 

fc) The strategies and tactics required and adopted in carrying 
out the programme. 

(<f) Procedures and systems governing day-to-day marketing 
operations. 

• m ^ r ( cctm f audit must review the marketing operations 

marteting cbjluves “ y ‘° the COmpan >'' s long range 

2. Evaluation of Marketing Objectives 

tli^rig S ht ie ^r^t^ arket i ing P erformance evaluation would have 

m^rkeffnl P ^S? IVe “S? 8 * starts with evaluation of the 
I??? 0 ? 8 . ob]( ? tlv f- Objectives are necessary whether or not 

MB o7[r a h ?vl f °T I,y accepted Management by Objectives 

obiecSi will T n f mCn , t ° f 0011 rse * under M.B.O. 

safe* ssfUl? sss 

sr.'£S2?££ £ t siSr s “" rsr; 

whatTpos^ble^ Another^conflicT^whMi l ° br f ^ ^ d^wTto 

may'nofL^p 5^“^^ m^Tnot 

British Match CompLv de^if^" 1 ' F °^ f xamp,e> wh en the 
fa leading blade m^Sct„Ter^t Z, gQ Wth , Sword 

the products being absolutely unrelated^ 1 *? L a bad marr,a Se. 
proved to be a suSS mTger™ J?“V\ UbSeqUen ^ y * il wa * 
to be more precise the facilitv anri n mar ^® tm S consideration; 
mode of diSution of ^ twf £ dis ‘ ri bution-thc 

common, ■ ° P roducts ***** more Qr j^ss 
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3. Criteria for Measuring Overall Marketing Performance 


The most important criterion to measure the overall marketing 
performance is the share of the market. Market share should 
not be confused with volume, since volume may go up steadily 
with a steadily declining market share, if the rate of growth of 
the market outstrips that of volume. Similarly, market share 
should not be confused with rupee sales which may be influenced 
by price, besides various other factors. It is not difficult to 
envisage a situation when both the volume and rupee sales decline 
while the market share is increasing, just as it could happen 
that rupee sales increase, volume and market share remaining 
the same or even declining. 

The primary reasons for using market share as the most impor¬ 
tant criterion of marketing objectives are as follows: 


1. It reflects remarkably well the primary purpose of the 
business which is to create customers, recreate customers, 
and hold and attract customers. 

2. It reflects the end result of all efforts in all marketing 

functions, both general and specific. 

3 It segregates success and failure in sales due to external 
and mostly uncontrollable factors including cyclical and 
seasonal fluctuations in the economy. 

4 By ignoring volume of sales and the size of the maket 
as such, and by looking only at the ratio, it measures in 
a real and meaningful manner, the position of the corpora¬ 
tion in its market relative to others competing with it. 


The chief criticism of market share as the prime corporate as 
well as marketing objective is that it is difficult to measure. 
On a closer scrutiny, however, it will be seen that the criticism 
is not valid. It is to be noted m this connection that the concept 

of market share and its use as an obiective are apphcable to a 

comDetitive situation, not that of monopoly. In a mol }°P°W 

situation, the extent of customer creation and cu ?‘° me ! r ^“‘' sf “ r ; 
tion should be the criteria of performance evaluation. Therea 
of course some situations when the determination of mark 
share as well as the market size and its growth rate, even under 

I?-** M 2 

rStte ofjux fen them U tite 

tion emerges. If it is a ro * their respe ctive market 

5 P hirS W ™ fte"new°comfwtitor. gaining the previous market 
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share would become extremely difficult in such a situation; and 
a particular company might be considered to be faring well 
even when its market share has come down- as long as this 
reduction is lower than the extent of concession that they should 
have made to competition. 

Now we come to the ways and means of measurement of the 
size of the market, the rate of growth of the market and the 
market share. The techniques are in some way different between 
consumers’ market and industrial market. The measures in either 
case will, however, be vitiated to some extent due to the existence 
of the unorganised sector, the necessary data for which is either 
oot readily available or, if available, not highly reliable. This 
is particularly true in consumers’ market, although the problem 
exists even in industrial market, a part of which is catered by 
small and medium sized enterprises. In determining the size of 
the market in all cases, an ad hoc estimate should be made, on 
the basis of whatever data available, in order to demarcate the 
market size of the unorganised sector. 

In respect of the organised sector, almost fully represented by 
joint stock companies, the measurement of the size of the market 
may be made in any or both of the two ways, viz., a census of 
all customers and end-users of product and a study of the 
published accounts of the leading manufacturers of the product, 
it may be noted that every company has to provide at the end 
of its balance sheet, by way of additional information, the quanti- 
tative data for the balance sheet year and the previous year, in 
resDect of licensed capacity, installed capacity, actual production. 
saJes etc. covering each of its major products. By collecting 
the data of all the competing companies of a particular product, 
and analysing the relative published accounts, it would be easy 

to establish the size of the market as well as the rate of growth 
of the same. & 


JZXSrtZ'V? as a ^ Ve sh » Uld h® su PP Ieme "ted by various 
other data and information collected from the literature and 

pamphlets published by Government authorities and various 

^ at f re ^f rch agencies. We may cite an example here in this 
regard The Operations Research Group (O.R.G.) of Sara- 

oMnarkrt devc J°P ed a highly sophisticated computerised system 

gtfSJln°V rn ° nthIy basis for the P pharmaceutical 
!?, d a - few ot J ler consumer goods industries in India. 

products and showing size of the market as 

segment k * h ° f eaCh com P an y’ s products in each market 

na^v’f^ VC 7 us f f 2. 1 s ? urce of information could be the corn- 

market Sii S S S Y lt t l 311(1 current information about the 

mm can t>e pbtarn$d through a systematic periodic report 
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from the sales staff. These data tcould be suitably analysed by 
the Market Research Department and the market size and market 
share established with a reasonable degree of accuracy. 

If the market share is properly planned and the plan translated 
into reality, under ordinary circumstances, sales, income, expenses, 
ROI—all will take care of themselves, since all these are intimate¬ 
ly interconnected with the market share. However, higher share 
need not necessarily reflect in higher profits or improved ROI. 
It is therefore necessary to have a second level marketing objec- 
tive, besides market share at the first level, and this objective 
should be expressed in terms of profits and marketing ROI. 
Again, it might be a corporate policy to aclreve growth in market 
share or retain the existing share, even if this means low or 
nil profit in the short run. But the long range corporate plan 
must show clearly how this will benefit in the long run and what 
additional future profit can be expected as a result of the current 
investment in achieving the market share objective. 


4, Evaluation of Other Aspects 

In the subsequent Chapters we will discuss in greater detail 
the criteria and techniques used for evaluation of major market¬ 
ing functions, like direct selling, promotion, placement and other 
marketing services. Here we will make only some general obser¬ 
vations on two issues viz., the evaluation of marketing organisa¬ 
tion and marketing information and control systems. In evalua¬ 
ting the marketing organisation the first and foremost thing to 
l>e seen is how far the organisation is geared to respond adequate¬ 
ly and react quicklv to the external stimuli. The changes that 
are continuously taking place in the market place should be. 
through some sort of an automatic mechanism, relayed to the 
enterprise, which in turn should be able to develop, based on 
this information, suitable marketing strategies well in time to 
tackle the effects of changes. To this end, the organisation struc¬ 
ture should be designed in such a way that the distance between 
customers and the top management is reduced to the minimum. 
The classical pyramid structure is mostly unsuitable in the present 
context of complex marketing operations. In order to avoid de¬ 
lays in decisions, there should not be too many levels or layers 
and the organisation should be a flat one. 

Similarly, there should be highly effective management infor¬ 
mation and control systems in the marketing area. We will also 
discuss this in detail in the last section, i.e., ™r ketin * control. 
However, one very important observation may be made at this 
stage. Marketing information system should not ^entirely 
Statics-oriented. Adequate importance should be attached tq 
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oral reports, personal observations and informal discussions, oyer 
and above statistical information. It is to be noted that creative 
marketing strategies and control actions emanate mostly from 
such oral reports and discussions. Of course, at the same time, 
there should be properly structured and regular information sys¬ 
tems to suit the diverse needs of different levels and areas ol 
marketing management. 



Chapter 21 


EVALUATION OF SALESMAN’S PERFORMANCE 

1. Clearing the Ground; 2. Problems in Salesmen's Perfor¬ 
mance Evaluation; 3. Evaluation Parameters and Criteria; 

•1. Salesman’s Compensation and Incentive Schemes; 

5. Concluding Observations 


1. Clearing the Ground 

Every one of us in our own sphere is a salesman. Even as a 
child is bom it has to adopt the ‘selling’ technique, may be by 
crying, to persuade its mother to give it food. Throughout our 
life we have likewise to sell ourselves and therefore adopt selling 
techniques in different spheres and under different situations. 
Salesmanship, therefore, is not something uncommon or unusual. 
However, when we think of a salesman in a commercial or in¬ 
dustrial enterprise, this thought of ours is immediately associated 
with certain specific qualities, the qualities that go to make a 
salesman. More important among these are attitude, knowledge 
(of the product, market and people), habits and selling skills. 
Selling skills again are broadly determined by one’s ability to 
impress, influence or persuade people and to adopt an attitude 
of aggressiveness or submissiveness depending upon the situation. 

The purpose of this Chapter is to discuss broadly two important 
issues, one logically leading to the other, viz., evaluation of sales¬ 
man’s performance, and to develop a rational compensation 
package for the sales force. However, as an integral part of 
these two interrelated aspects, it will be necessary at the outset 
to focus on the need for performance evaluation and the various 
problems that may be encountered, especially when a quantitative 
approach is attempted. 

The need and purpose of designing and implementing an ade¬ 
quate method of measuring a salesman’s performance in any 
marketing organisation can hardly be exaggerated. Broadly and 
essentially, this would help the marketing or sales manager to eva¬ 
luate his sales force and improve its efficiency. It would help 
the manager in the task of creating, directing and stimulating a 
sales force to effectively respond to new challenges in the market 
situation. Besides this, in more specific terms, a good perform¬ 
ance evaluation system could be very useful in: 
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( a ) Developing salesmanship as an inter-personal influence 

process. . ... 

( b ) Motivation of salesmen and supervisory leadership. 

(c) Making decisions regarding selection, induction, training, 
award, promotion, transfer, etc. 

(cl) Identifying the need for continuous training and develop¬ 
ment of sales force. 

(e) Improving marketing aids, strategies and tools, (e.g work¬ 
ing documents, demonstration materials, etc.). 

(/) Determining and restructuring salesmen’s territories and 
work assignments. 

(g) Improving sales planning, e.g., planning call cycles, routes 
and visits, job preparation, distribution centres, etc. 

(h) Introducing sound compensation and incentive systems sup¬ 
ported by a rational evaluation scheme. 

The concept of productivity of salesmen is relevant in this 
context. A salesman is considered to be productive only when 
the results achieved by him would not only offset the cost of 
efforts expended on him by the company but also leave some 
surplus thereafter, which would satisfy the company’s pre-deter- 
mined norms of expectation from him. These norms could be 
expressed in the form of certain productivity ratios, viz., sales 
per salesman, gross margin per salesman, contribution per sales¬ 
man, net marketing margin per salesman, etc. Costs should be 
looked upon from two angles, viz., direct costs and indirect or 
associated costs. Direct costs are actually the compensation 
package including commission, if any, the company has to offer 
to the salesman. The indirect or associated costs, mostly of a 
hidden nature, represent the costs that have to be incurred to 
equip the salesman to do his job. and to provide the necessary 
facilities and services to enable him to sell. Examples of such 
costs are travelling expenses, entertainment expenses, promotional 
literature, samples, other selling aids used by the salesman, etc. 
It was estimated sometime ago by a pharmaceutical company 
that it cost Rs. 25,000 per year to maintain even a newly appoint¬ 
ed medical representative, though his basic salary would be only 
around Rs. 500/- per month. This total cost of Rs. 25.000 takes 
care of both the direct and indirect elements. The question that 
necessarily follows is what should the company expect in monetary 
terms from the salesman before taking a decision to appoint 
him and commit itself to this cost of Rs. 25,000/- and more 
importantly, what sort of checks and balances oi evaluation and 
control systems the company should operate to achieve it. 
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2. Problems in Salesman’s Performance Evaluation 

Now we come to certain problems that are inherent in any 
salesmen’s performance evaluation system, which might affect and 
distort the results of quantitative evaluation. Some of these 
problems are enumerated below: 

(a) First is the problem arising out of evaluation based on 
qualitative judgement vis-a-vis quantitative data. Needless to say. 
in any qualitative evaluation there is always the possibility of 
personal bias and subjective value judgement vitiating the eva¬ 
luation. Similarly, if evaluation is based entirely on statistical 
data, the results may not be always correct, particularly because 
certain important qualifies of a salesman can only be assessed, 
not quantitatively established. These are attitude, knowledge (of 
the product, market, and people), habits and selling skills. Selling 
skills again are broadly determined by one’s ability to impress, 
influence or persuade people as well as an alternation between 
aggressiveness and submissiveness depending upon the situation. 

( b ) Next is the problem of comparison between salesmen based 
on the results of evaluation. Such comparison can never be on 
an ‘apples to apples’ basis, since a great deal of human element 
is involved and different salesmen have to work under different 
geographical and environmental peculiarities and constraints, in 
addition to the differences in the features and problems of the 
different products they handle. 

(c) Third is the problem of determining standards or bench¬ 
marks. Evaluation should always be based on such pre-determined 
standards of performane or norms. If the standards or norms 
are not realistically set, evaluation will be vitiated. 

( d ) Fourth is the problem involved in determining the periodi¬ 
city of evaluation. Evaluation based on very short-term results 
may not be correct and it could sometimes be damaging in con¬ 
sequence. Similarly, evaluation based on very long-term results 
is not desirable because, if the results are not satisfactory, it will 
have a great impact on the operating results of the company 
for a longer period. Besides these, promotion, resignation, re¬ 
tirement, and transfer of salesmen create several problems in 
deciding upon the periodicity of evaluation. 

( e ) Sometimes salesmen’s performance evaluation based on 
quantitative data may throw up certain discoveries and, intri¬ 
guing questions. For example, all salesmen in all other regions 
have surpassed their respective sales quota by 20 per cent, but 
those in Region A have failed to reach 80 per cent of the quota; 
sales volume for the company as a whole has increased by 20 
per cent but contribution falls short of the target by 5 per cent 

and so on. 
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(/) Next is the problem of comparing variations in sales acti¬ 
vity of different groups in the sales force and comparing relevant 
parts of the job for each salesman within each sales group. 

(g) The last problem in the list refers to the accounting system 
or the data base of the company. Actual data token from typical 
sales records are not adequate to provide precise comparison 
of salesmen or sales-group performance. For example, difficulty 
will arise in evaluating an improvement in gross sales volume 
achieved by a group against the profitability of the mix of 
products another group has sold. Similar would be the difficulty 
in comparing the performance of a man in one sales group with 
that of a man in another group when the make-up of the job 
is different in each group. 

Tt can be appreciated that unless the issues stated above are 
properly analysed thoroughly, evaluation based on primary results 
alone might be not only erroneous but also misleading. The 
above problems also indicate the need for developing a scheme 
of evaluation with multiple measures criteria to make dissimilar 
data more comparable. 


3 Evaluation Parameters and Criteria 

A brief survey of existing literature shows that efforts have 
not been wanting in developing suitable evaluation schemes to 
tackle such a multi-variate situation and provide a handy tool 
to the sales manager. The techniques developed so far range 

yy- — A f f T m t ■ . Iling, to more down-to- 

^ thC basic data avai,ab,e from the account- 

A introducing some necessary minor modifications. 

>y hv S a £ d ~ at £ er P ractlcab Ie approach has been sug¬ 
gested by James C. Cotham III and David Cravens* According 

C K Ping . Wltb d,ssin >ilar performance data is not a simple 
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Z Score = 


P —M 


S.D. 


Where P 
M 


S.D. = 


a raw performance measure for a salesman; 
mean (average) raw performance for the sales 
group; 

standard deviation of raw performance measure 
for the sales group. 

Consider a sales job with two performance measures, of volume 
and profitability. Assume that salesman Joseph produces 
Rs. 2,000 in volume in excess of his work target; the average 
for his sales group on the volume dimension is Rs. 1,000, and 
the standard deviation for the group is Rs. 2.000. Joseph’s Z 
score on the volume dimension is 2,000—1,000 divided by 2,000 
which is equal to 0.50. If this Z score on the profitability 
dimension is 1.32 computed in the same fashion, then his com¬ 
posite performane (assuming equal importance of both dimen¬ 
sions) is 1.82 (0.50 plus 1.32). 

After a performance score has been adjusted to a common 
measuring scale using the Z score technique, it can be added 
to one or more additional standardised measure for a particular 
salesman to obtain a composite measure of his performance. 
This method provides a mode of examining salesmen’s perform¬ 
ance of Specific dimensions. It also furnishes sales managers a 
composite measurement of any number of combine tions of quan¬ 
titative and qualitative measures of performance for men in a 
sales group. Simultaneously, this technique eliminates the need 
for devising a single overall performance measure, which is 
generally difficult to deal with. Cotham and Cravens have ex¬ 
tended their model to measure inter-group performance as well. 

We will now discuss a simpler approach that can be more 
easily put into practice. In fact, the simple model delineated 
here has already been successfully tried in at least two companies, 
one engaged in consumer marketing and the other in industrial 
marketing. While applying this model, however some suitoWe 
modifications would be needed, depending on the situation obtain 
ing and specific purpose or purposes m view. At the outset, 
it should be stressed that our evaluation scheme like any other 
requires that the sales manager should, 

(a) organise sales activities into appropriate sales g r ™F^ ^uc h 

( ' as Ldustry. customer or product) and/or sales 

(b) delineate the salesman’s job in each group or ‘® r "‘°£ y ’ 

(c) set benchmarks or standards of performance for each part 

of the job; and 
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(d) establish specific methods of evaluation and the criteria 
and techniques to be adopted to this end. 

Our suggested approach provides, m the first place, a check¬ 
list of twenty parameters or criteria which could be used for the 
purpose of evaluation of a salesman's performance While the 
list is only indicative and can by no means be exhaustive, it is 
neither desirable nor practicable to adopt all these criteria for a 
particular company. Depending on the needs of jan organisation, 
a few of these criteria may be chosen and used with advantage. 
It is also to be noted that all these criteria are oriented towards 
an evaluation only of quantitative or financial nature. 


1. Market share—proportion of actual sales in quantity to the 
total sales of the product in the market or the size of the 
market. 

2. Sales quantity. 

3. Sales value. 

4. Number of calls. 

5. Number of orders. 


6 Value of orders booked. 

7. Value of order per call—this is also called the baiting 
average (In industrial marketing, the expression hit ratio 
is used to indicate the percentage of business obtained 
against a tender.) 

8. Gross margin or Contribution and also P/V ratio (contribu¬ 
tion on sales). 

9. Direct selling expenses. 

10. Direct sales margin (contribution minus direct selling 
expenses). 

11. Average inventory (average being calculated on the basis 
of opening and closing inventory figures). 

12. Average outstanding receivables. 

13. Average credit enjoyed from suppliers. 

14. Working capital locked up (item nos. 11 + 12 — 13) 

15. Marketing R.O.I.—Direct sales margin (item no. 10) as a 
percentage on working capital (item no. 14). 

16. New product performance (comparison between actuals and 
earlier projections). 

17. Number of accounts obtained. 

18. Number of accounts lost. 

19. Number of customer complaints. 

20. Information about competitors' plans and strategies. 


r f Spe ? t each of the above criteria, there should be some 
pre-determined standards or norms excepting for those where 
such norms cannot be easily established (e.g., item nos. 19 and 
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-0). Also the above criteria have to be adopted for evaluating 
the results of a particular period, say a week, a fortnight, a 
month or a quarter; and this period should be used uniformly, 
regularly and without discrimination, for all salesmen in the 
organisation. 

Based on a hypothetical situation and data and using a few 
of the criteria chosen from the above list, a comparative evalua¬ 
tion of three salesmen has been made and this is shown in 
Tables I and II. 


4. Salesman’s Compensation and Incentive Scheme 


It is almost an accepted practice that a salesman’s compensa¬ 
tion package should not be a fixed one, regardless of his per¬ 
formance or achievement. Incentive schemes in some form or 
the other should be initiated to provide the necessary motivation 
to the salesman to improve his productivity and at the same 
time enable the organisation to share a part of the .results arising 
out of the increased productivity. The reverse is also true. If 
a salesman does not perform weli, his total compensation package 
should get reduced to reflect, to some extent at least, the effect 
of .his poor performance. The organisation also is not obliged 
to protect his pay packet as long as he does not pay back to it as 
per its norms. The provision of such ‘negative incentive’ would 
also act as a positive motivation to all salesmen. Accordingly, 
many companies have developed a scheme for compensating their 
salesmen based on two broad elements, viz., fixed remuneration 
(salary, D.A. etc.) and incentive payments (commission, bonus. 


awards, etc.). 

As regards the fixed element of a salesman’s compensation 
packet, it should be ensured that the amount is not too low for 
him to meet his basic requirements but should not be, at the 
same time, too high to dissuade him from putting in extra efforts 
required to earn some incentives. Coming to the second element 
of the compensation, viz., incentives, it is to be noted that there 
cannot be any straight-jacket scheme applicable to all companies 
or even to all salesmen of a particular company marketing diverse 
products and services. Every company has, therefore, to deve¬ 
lop the scheme or schemes which suit it most. In developing a 
scheme, various factors have to be considered; for example, 
nature of the markets, area potential, seasonality in sales and a 
financial evaluation of the type of bcnefit-cost-analysis under 
various alternative situations that could be envisaged under the 


scheme-eveioping a suitable incentive scheme for salesmen, 
parameters and criteria of performance evaluation indicated ear 
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her, may be effectively made use of. In that case it would be 
advisable to choose a few criteria, say, only five or six of them, 
which are considered to be the most important to the company. 
In respect of each such criterion chosen, suitable norms or stan¬ 
dards have to be established. Further, appropriate weightage 
should also be given to those criteria, since not all of them could 
be equally important. Again, in respect of each of the criteria 
so chosen, a suitable system of reward and penalty should be 
built into the incentive scheme to take care of the performance, 
higher or lower than the norm. To elaborate these points let 
us take the hypothetical illustration, as outlined in Tables I, n, 
and HI. 


5. Concluding Observations 

Any scheme for the evaluation of salesmen’s performance and 
the financial incentives flowing from it, should have adequate 
provision for the following inter alia: 

(a) Experimentation with changes through lateral transfers 
should be encouraged. This is often useful since a particular 
salesman attached to a particular product or territory for a 
relatively long period might lend to take things for granted. 

(h) Personal evaluation through a good judgement system can 
never be replaced by quantitative analysis, however detailed and 
scientific it may be. In fact, a judicious combination of personal 
evaluation and quantitative evaluation should be the right answer. 

(c) While evaluation based on short-term results are required 
to operate the schemes, similar analysis and evaluation for a 
longer term is also necessary to develop long-range marketing 
siniiegies. ^ 

tach Sale t S m . ana S er has to develop his own method of 
^ , evaIUa ? 0n a f ld update ft changes over time. 

..nti ,nfoi ? latlon astern has to be sufficiently geared 

oLadn^L th ( f va r q f U . iremen ? for developing and successfully 
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Marketing R.O.I. 20 20% 


Table II 

EVALUATION OF SALESMEN BASED ON TABLE I 
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marketing performance evaluation 

Table III 


COM PEN S ATI ON-CUM-INCENTIVE FOR SALESMEN 
A. The Plan: 


Minimum Basic Salary p.m.: Rs 600 


Score 

« 

Basic 

Rs 

• 



Incentive 

Rs 

• 

7 otal Earning 

Rs. 

up to 6 

600 



— 

600 

6.1 to 6.5 

600 



100 

700 

6.6 to 7.0 

600 



200 

800 

7.1 to 7.5 

600 



300 

900 

7.6 to 8 0 

600 



375 

975 

8.1 to 8.5 

600 



450 

1050 

8.6 to 9.0 

600 



525 

1125 

9.1 to 9.5 

600 



575 

1175 

9.6 to 10.0 

600 



625 

1225 

10.1 to 12.0 

600 



675 (plus special 1275 





award) + 

+This award 

to a Salesman 

for scoring even 10 

in a month may be 

of the nature 

of a monetary 

award 

or preferably, non-monctary one, 

e.g., declaring 

him as an 

outstanding 

salesman of 

the month, giving a 

rolling trophy, 

awarding a 

merit certificate, etc. 


B. Compensation for A, 

B, 

and C 

based on the 

above Plan and the 

Evaluation shown under 

Table U: 



Basic 



Incentive* 

Total Earnings 


Rs 



Rs 

(for the month) 






Rs 

A 

600 



100 

700 

B 

600 



— 

600 

C 

600 



300 

900 


•Payment of these incentives may be effected every time only after 
2|3 weeks from the end of the relative month, since some time is re¬ 
quired for generating the basic data and working out the scores as 
:per Table II. The Basic Pay, however, 'may be given to each at the 
.end of each month in the usual manner. 

| Note: The model as developed above is based on hypothetical 
situations and data. But this being a simple one, any marketing 
organisation may adopt [this with suitable modifications as may 
required. 



Chapter 22 


EVALUATION OF ADVERTISEMENT 

I. Introduction; 2. Budgeting for Advertisement; 3. Cri¬ 
teria for Measuring Advertisement Effectiveness; 4. The 
Concept of Return on Promotional Investment (R.O.P.I); 

5. Concluding Observations 

1. Introduction 

We have discussed earlier (in Chapter l). the nature and pur¬ 
pose of advertising and sales promotion. We have talked about 
the importance of advertising as a marketing tool, specially in 
the increasingly competitive business environment. We have 

u aS T , T C | 1 £* arising is “effective product posi- 

r^.?M S vi hr ° U§h Y S f- f un ' que selling point)’’ and that advertising 
could be pre-sale, during sale and post-sale in order to serve 

vaned purposes and fulfil diverse objectives. We have briefly 

varion? 4 * the ste P s ^ U uired in systematic advertising and the 
various bases on which advertising budgets should be framed 

o T rjvt~' Jffei h ' Sh l iehld P-b^ ,d of^v“n 

and m ffect,veness from the financial point of view 

d indicated some rough and ready measures to this end 

S the last ■ ssue . viz - measuring advertisenSS 

2. Budgeting for Advertisement 

^IvLtme^How'mu^f e^nomfc 

therefore, a problem of iSSnE? V° Sp ? nd °? adv ertisi ng is. 
is required—economic and finanriu econom, . cs ■ A new approach 

approach focuses™ fmure aS t^t °„ f futurities ' This 
around the profit productivity cash flows and centres 

practice, no iompaSy puS However ’ in known 

te befits W 
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it is just possible that the book keeper's guide to top-management 
thinking about advertising is wrong. 

While not disputing the basic thesis of Joel Dean, we would 
like to make two observations on this issue: 

(a) Under the accounting convention, there is the type of ex¬ 
penditure called deferred revenue expenditure which relates to 
expenditures which are strictly of a revenue nature but the bene¬ 
fits from which would accrue over a period longer than 
one year. Advertisement expenditure, specially major expendi¬ 
ture which satisfies this criterion of more-than-one-year-period- 
benefit, can be treated as deferred revenue expenditure and ac¬ 
cordingly. charged against revenue over a number of years during 
which the benefits would be available. Although from tax point 
of view it would be advisable (and also obligatory in India) to 
charge the entire revenue expenditure in the P & L account of 
the year in which these expenses are incurred, there is nothing 
to prevent the accountant from treating major advertisement 
expenditure as deferred revenue in the books of accounts, even 
while claiming tax benefits on the same in full in the first year 
itself. 

( b ) Although most advertisement expenditure cannot be con¬ 
sidered as capital expenditure as such, there is no reason why this, 
especially major expenditure on specific and extraordinary adver¬ 
tisement campaigns, cannot be treated as investment. If so, one 
can always apply the economic and financial criteria of invest¬ 
ment analysis to this, including the discounted cash flow approach. 
Here is an interesting case history on this particular point. 

FORMULATORS MARKETING LTD. 

(A Case History on Extraordinary Promotional Campaign) 

This case deals with a problem regarding the promotional cam¬ 
paign for one of the products of a reputable pharmaceutical 
company. 

As is well-known, pharmaceutical products are mostly subjected 
to ‘ethical promotion', i.e., the medical representatives of the 
company concerned promote the products through personal con¬ 
tacts with doctors, known as ‘doctors detailing’. The special fea¬ 
tures and merits of a product are explained to the medical 
practitioner and. if convinced of the efficacy of the drug, the 
doctor prescribes it to his patients. After detailing, the re¬ 
presentatives also leave some free samples of the medicine for 
the use of the medical practitioner. As per Governmental regu¬ 
lations, some drugs and medicines are specially earmarked for 
promotion through ethical channel alone (i.e., in the above man¬ 
ner). However, there are some medicines for which, because 91 
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their nature, ethical promotion is not mandatory. The company 
has the option of promoting sucli medicines either through usual 
ethical channel or directly to the customers through what is called 
‘O.T.C. (Over the Counter) campaign.’ 

Formulators Marketing Ltd. had a product, viz., pediatric multi¬ 
vitamin syrup, which for a long time had been the market leader. 
Sometime in 1972-73, one of the major competitors to the product 
undertook a massive O.T.C. campaign. As :i result, the com¬ 
pany’s share of the market started dwindling steadily. From the 
enviable position as the market leader it came to a poor second 
(with only 30 per cent of the market share as against 60 per cent 
enjoyed previously), jin course of a year or so! 

The Marketing Services Department of the company prepared 
an elaborate plan for an O.T.C. campaign for the product to 
meet competition effectively and get back the lost market share 
and also market leadership. The scheme, which was strongly re¬ 
commended for approval, included the following: 

1. A decision-tree or a schematic diagram to identify all the 
decision alternatives and their inter-relationship; 

2. Sales forecasts under each alternative as per (1); 

3. Net contribution (after deduction of both variable costs 
and related fixed expenses) under each alternative; 

4. Return on promotional investment (R.O.P.I.) under each 
alternative; 

5. Roll back concept’ to find the best pay-off alternative / 
under (3). 


When the above scheme was submitted to the top management 
for approval, it was found that the campaign would require over 
a period of four to five years a substantial financial out-lay, viz., 
about a crore of Rupees, to meet the costs of the O.T.C. het-up 
as well as media promotions, viz., radio, close-circuit T.V., cinema 
advertisements and liberal gifts and attractive quantity discounts 
to wholesaiers and retailers. The scheme, however, showed sub- 
P rofi fc and marketing advantages which would amply 
5S2 investment on promotion. The scheme was 

ll^ a ^n! I ‘ I f 1 ^ CO f PrchenS,Ve and P rese nted in a very attrac- 
JL ® l° P management. It was subsequently found 

of at a^d^ ket,n !i erVICeS D ? partment had utilised the services 
the schTm^ k g COnsuItant of ^ city, while preparing 

The Managing Director, before taking a final decision in the 

th Z Manag ement Accountant of the Company 
• tiJL ^ scheme and submit his views and recommenda^ 

Mods. The Management Accountant found that while the scheme 
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was otherwise quite comprehensive, the following aspects/techni¬ 
ques had not been either considered or made use of: 

(i) Application of D.C.F. technique to find the N.P.V. or 
I.R.R. under each alternative, taking a uniform time horizon; 

(ii) Use of opportunity costing concept, e.g., opportunity loss 
on money proposed to be tied up in promotional efforts; 

(iii) Risk analysis and sensitivity studies, especially in respect 
of the various sales forecasts included under the respec¬ 
tive alternatives. 

The Management Accountant accordingly developed the pro¬ 
ject further, making use of these refined teenniques. Specially 
on D.C.F. basis, it was found that the project was not viable 
at all since the I.R.R. was hardly 10 percent, while the Com¬ 
pany’s policy all the time had been to adopt a cut-off rate of 
15 per cent I.R.R. in respect of investment decisions. The 
primary reason for this low I.R.R. was that, while major in¬ 
vestments would be made within the first two years, the major 
benefits, as per the project analysis, would accrue only in the 
4th and 5th year and later. Incidentally, this involved a great 
deal of risk—especially, there was a chance of a better product 
coming into the market perhaps with an O.T.C. campaign and 
thus posing formidable competition to the Company. Based on 
his analysis, the Management Accountant recommended a ‘no- 
go’ decision for the project. 

A meeting was arranged by the Managing Director which was 
attended by the M.D. himself, the Marketing Services Depart¬ 
ment executives, the outside Consultants and the Management 
Accountant. The purpose was to consider the various view¬ 
points and discuss the viability of the project to help the Com¬ 
pany take a right decision in the matter. Some of the more 
important issues raised at the meeting and contested by the 
Management Accountant were as follows: 

Issue: The competitor being so successful in its O.T.C. cam¬ 
paign. how is it that the scheme is not financially attractive to 
this Company? 

Answer: What is right for one company may not also be 
right for another. This applies more to the area of major 
investment decisions. 

Issue: Is not D.C-F. technique applicable only in case of 
capital expenditure decisions? 

Answer: No! D.C.F. technique is applicable to any invest¬ 
ment decision. And investment, for this purpose, should mean 
any outlay on an extraordinary project or effort, quite distinct 
from the normal day-to-day expenditures connected with ordi¬ 
nary business operations. Substantial expenditure on a new 



EVALUATION OF ADVERTISEMENT 


333 


marketing venture should also fall within the purview of in¬ 
vestment. 

Issue: Should we then allow the product to die a natural 
death? 

Answer: Yes, it may be the desirable action. Particularly 
when we already have a more improved product, with added 
features, in our product list, any extraordinary investment on 
promotion of this product might be a waste, since the total 
market coming to the Company will mostly be shared between 
the product and its improved substitute. 

The top management took a ‘no-go decision’ and accordingly 
the Company did not undertake the proposed O.T.C. campaign 

♦ * * 


We now come to he various bases for, and methods of 
budgeting advertisement expenditures. These are: 

1. Percentage of sale: Estimating advertisement appropria¬ 
tion on the basis of percentage to sales, past or projected, is 
the simplest and most widely used method. However, this is 
criticised by many writers on the ground that it amounts to 
putting the cart before the horse, especially when this method 
is applied to arrive at the budget estimates separately for dif¬ 
ferent products or product groups. It is common knowledge 
that when the sale of a product is going up steadily, spending 
more and more on advertisement may largely be a waste. Simi- 
laxly »f the product sales are coming down, that really is the 
situation when more money should be spent on advertisement 
to boost up sales No one can quarrel with this. However, the 
use of established percentages may not introduce any substan- 

(a) the advertisement tasks and jobsfollow an 

Sl on ?h. P t a ^ e r year V (h) the percentage is applied 

nSL-So th ? totaI , advertisement budget of the company with a 

nrnHW? n f ° r subse ^ u ® nt adjustment while allocating Y between 
other^bases IsTeTl <C> ba$iS is Used in “"junction with 

(ii) Competitors’ spending: While it would be not advisable 

Sm^t>° mp ^ ny ? base its adve rtisement budget on what the 
“™ pe , t d° rs , spend, equally unwise would it be to ignore the 

aS r sasrSd-E: S£ 

( ) rupce un,t ex P™»= A fixed Rupee expenditure on 
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advertisement for each unit to be sold can be criticised, as were 
fixed percentages, for its ignoring the job that needs to be done. 
However, the circumstances under which this basis can be ap¬ 
plied are the the same as indicated above (under no. i) 

(iv) Availability of funds: This is also one of the most popu¬ 
larly used but much criticised bases for deciding upon adver¬ 
tisement appropriation. By emphasising unduly the immediate 
availability of finance or the criterion of affordability, this 
method ignores the prospect of future profits and fails to adopt a 
benefit-cost-based approach to the problem. 

(v) Profit planning: This is perhaps a more scientific ap¬ 
proach than any of those stated above. This method focuses 
attention on the job that needs to be done than on the resour¬ 
ces that should be utilised. Also under this method, emphasis 
is on the products or product groups on the basis of which 
total advertisement budgets are built, instead of the other way 
round; starting with the decision an the quantum of spending 
and then distributing the quantum among the products or pro¬ 
duct groups. 

(vi) The task method: Under this method also the primary 
emphasis is on the job that needs to be done. This method is 
particularly useful while developing a marketing strategy undei 
extraordinary situations like introducing a new product, salvag¬ 
ing a product from the state of a declining life-cycle and put 
ting it back on the flat segment of the curve, developing strate¬ 
gies for meeting the threats arising out of the emergence of a 
new and formidable competitor, to counter some special strate¬ 
gies adopted by competitors, and so on. 

(vii) Break-even approach: This is nothing but the applica¬ 
tion of the conventional break-even concept in determining the 
quantum of money to be spent on advertisement of a product 
or a group of products. A conventional break-even chart might 
show that at a sale of, say Rs. 5 lakhs- the contribution is 
Rs. 2 lakhs and, fixed cost being Rs. 1 lakh, the net profit will 
be Rs. 1 lakh. If the sale goes to Rs. 6 lakhs, the profit will 
be Rs. 1.4 lakhs (contribution Rs. 2.4 lakhs less fixed cost 
Rs. 1 lakh). Now this additional profit of Rs. 0.4 lakhs can 
be generated from an additional sale of Rs. 1 lakh. Therefore, 
it would be justifiable to spend on advertisement any amount 
below Rs. 0.4 lakhs to achieve the additional sale of Rs. 1 laKn. 
This method is useful in profit-planning of various products and 


^IMs tcT be***rioted that none of the methods suggested above 
is, or should be used by itself. It would be advisable to have 
a judicious combination of all or some of these while developing 
the advertisement budget. 
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3. Criteria for Measuring Advertisement Effectiveness 

There cannot be just one criterion for measuring the effective¬ 
ness of advertising, since advertising has various objectives call¬ 
ing for different techniques for testing the fulfilment of each. Also, 
because of a large number of complex and interdependent vari¬ 
ables, the results obtained by applying a specific technique to test 
the fulfilment or otherwise of a specific objective, may not be 
reliable under all situations. 

More often than not, sales is considered to be the most obvious 
lest for measuring advertisement effectiveness. But such measure¬ 
ment may be vitiated by various factors, viz.. 


(i) Advertisement is only a part of the total marketing effort 
the result of which is reflected through sales. lit as there¬ 
fore not possible to segregate the effect on sales of adver¬ 
tisement efforts alone. 


(ii) Similarly it will be difficult to segregate the effect of adver¬ 
tising on sales, from the various other effects on it due to 
changing economic conditions including cyclical, seasonal 
and random fluctuations. 

(iii) The time-lag between advertisement and buyers’ response 
to it is almost impossible to determine in many cases, 
leading to the perplexing problem of connecting cause with 
effect. 

(iv) Measurement of indirect effect of advertising is almost 
impossible. One example of such indirect effect would be 
the word-of-mouth communication from a buyer to a poten¬ 
tial buyer which can influence the buying decision of the 
latter. 


(v) The results of one particular company’s advertising cam¬ 
paign might be nullified or enhanced, depending on the 
extent and skill of the competitors’ marketing efforts. 


Because of the problems stated above, the sales test cannot 

an infalhble guide to measure advertisement effec- 
tmmess. However, some broad ideas can be forced and approx- 

a, i nved at b y su ch a test, especially if some sort 
sa e i test IS conducted - But because of the practical 
aStf m COnd, l ctm g controlled sales tests to measure results, 
advmisers very often attempt to measure effectiveness of the 

in various other ways. We may give here 
Bro^Sd °G Se r ra V? 1 ^ deVe l 0ped by H * D Wolfe, J. K. 

5SS-S Advertising 0 Resulb' ,and ** « h * 
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A Summary of Methods of Measuring Advertising Results 

1. Measuring awareness: This is the simplest and most super¬ 
ficial of the various measurement methods. This is intended to 
assess knowledge without reference to source. There are four 
ways of doing this, viz., Yes-No questions; open-end questions- 
checklist questions; and rating-scales. 

2. Measuring recall: Tips measurement is intended to assess 
the knowledge relatable to advertising as a source and measure 
the extent to which the advertisers’ messages are remembered. 
There are two basic ways for measuring recall, viz., unaided 
recall and aided recall. 

3. Measuring attitudes: Attitude tests are useful since they 
extend the knowledge of comsumer thinking when they are re¬ 
peated over periods of time; the various methods used in this 
respect are direct questions, rating scales, checklists, semantic 
differential test and partially structured interviews. 

4. Psychological measurement: An attempt is made to ex¬ 
plore the preconscious and unconscious levels of mind, leaving 
out the conscious level. The techniques used are depth interviews 
and projective tests. 

5. Sort-and-count-measurement: By requesting prospective 
buyers to ask for information, samples, and to make visits, the 
impact of advertisement can be analysed quickly and cheaply. 
However, only a few- readers bother to make enquiries. 

6. Measuring usage: Usage can be measured by store audits 
indicating the movement of goods, by consumer interviews, etc. 

* * * 

Although the methods given above have been deliberately de¬ 
scribed in brief, it is evident that these methods cannot be used to 
develop an acceptable basis of financial measurement of adver¬ 
tising effectiveness. 

Clearly, advertising can be effective in various areas like image 
development, need recognition, customer awareness, etc. But 
there is no simple procedure to measure whether the money spent 
on advertisement as well as sales promotion has gone down the 
drain or given back some return to the company. This is one 
of the reasons why decisions to spend substantial amounts on 
advertisement are being made on broadly subjective grounds— 
a situation to which accounting and finance people can seldom 
reconcile themselves. However, the problem can be tackled by 
attempting to answer such questions as; 

1. Is there a credible relation between the expenditures pro¬ 
posed and the results expected? 
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2. Are the results in line with those included in the market¬ 
ing plans? 

3. Are the results satisfactory, judged by past experiences? 

4. Are the expected results worth the money proposed to be 
spent? 

4. The Concept of Return on Promotional Investment (R.O.PI) 

For all the developments in financial and marketing manage- 
ment sciences, measurement of advertising effectiveness in strict 
financial terms still remains a milliomdollar question. Attempts 
are being made by various companies, as also by advertising 
experts, to develop some acceptable method or approach, albeit 
a rough and ready one. These methods or approaches are usually 
not published but adopted for the own use of the companies 
concerned. As an example of this, we may cite the concept of 
Return on Promotional Investment (R.O.P.I.) developed and used 
successfully by a pharmaceutical company in India. The concept 
is very simple. An attempt is made to work out R.O.PI. ratios 
on sales as also on net contribution, on total as also on incre- 
mental basis. For the purpose of this concept, net contribution 
is defined as gross margin less directly allocable promotional 
expenses. We may discuss here the case of this particular 


MODERN PHARMACEUTICALS LIMITED 
(A Case study on Return on Promotional Investment 

[R.O,P.I.] Analysis) 

for all the Prod"rtGro^iS :a for e theT 0tl< io al 7 eIIPenSeS ca,e Sory-wise 
19x6 has also txSn sho™' * l9x7 - total figures for 

S m s h h°o V ^ R R 0 o P p I r anaI) ? iis for 19x7 

19x7 over 19x6. * ’ * ’ anaI y sis on the tncremental basis— 
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Exhibit / 

ALLOCABLE PROMOTIONAL EXPENSES 

(Figures in Rs. Lakhs) 


Product 

Groups 

s 

I 

If 

> .h: 

39 

Samples 

(Direct) 

Detailing Cost 
Allocated: Basis 
Detailing time 

Total 

19X7 

Total 

19X6 

P.G. 1 

4.00 

10.00 

14.00 

28.00 

20.00 . 

P.G. 2 

6.00 

3.00 

5.00 

14.00 

12.00 

P.G. 3 

3.00 

4.00 

16.00 

23.00 

13.00 

P.G. 4 

5.00 

5.00 

5.00 

15.00 

10.00 

P.G. 5 

7.00 

8.00 

5.00 

20.00 

15.00 

TOTAL 

25.00 

30.00 

45.00 

100.00 

70.00 


Exhibit II 

R.O.P.I. ANALYSIS: 19X7 

(Figures in Rs. Lakhs) 



40% 

50% 

60% 

30% 

45% 


P.G. 1 
P.G 2 


P.G. 3 
P.G 4 
P.G. 5 


TOTAL 




R.O.P.L 


On On net 
Sale Contribution 


350.00 

28.00 

225.00 

14.00 

150.00 

23.00 

175.00 

15.00 

100.00 

20.00 

1000.00 

100.00 


112.00 

12.5 

4.0 

98.50 

16.1 

7.0 

67.00 

5.5 

2.9 

37.50 

11.7 

2.5 

25.00 

5.0 

1.3 

351.00 

10.0 

3.5 
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Exhibit III 

INCREMENTAL R.O.P.I. ANALYSIS: 19X7 OVER 19X6 

(Figures in Rs.|Lakhs) 


Incremental 

2 'w o R.O.P.I. 


{ Product 

groups 

Increment 

sales 

Increment; 

allocable 

promotion 

expenses 

Increments 

net 

contributio 



On 

Sales 

On net 
Contri¬ 
bution 

PG 

i 

60.00 

8.00 

16.00 

7.5 

2.0 

P.G. 

*> 

20.00 

2.00 

8.00 

10.0 

4.0 

P.G 

• 

3 

40.00 

10.00 

14.00 

4.08 

1.4 

P.G. 

4 

45.00 

5.00 

8.50 

9.08 

1.7 

P.G 

• 

5 

35.00 

5.00 

10.75 

7.0 

2.2 

TOTAL 

200.00 

30.00 

57.25 

6.7 

1.9 

Let us 
Case. 

analyse and critically 

examine the issues 

raised 

in the 


A. Uses of the concept: 

(0 Following the above approach we may be able to rank 

Si- 1 S---5US 

be plai^Tn °a 1 ^ bud * Bttin * <* promotional expenses can 

ttSTSSSR"* £***& bc F pUua P Gr4s 

££=ESr“ 

percentage. This micht lv w ^ ° ® ross constitution 

Group his reaped «£ s^ura^L J^ *“* ** the P ^uct 

ing segment of the life-cycle curve r uL^ rhapS m the dcclin ' 
cisions are taken in thic ^ Unless some strategic de- 

fonal expense* will 1 **<* additional promo- 

shows poor ROPI in tAm,/ f Waste ‘ Product Group 4 also 

wise ift not so bai S «**“** sales • 

Pricing of the products in this Group 
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may be reviewed. If this does not help, perhaps the entire 
Group may have to be sent for a thorough ‘medical check up’ 
to diagnose the malady and initiate proper treatment. 

(iv) The results fo ROPI Analyses can be used in sales fore¬ 
casting as well. 

B. Its weaknesses: 

(i) Increase in sales need not ncessarily be the result of pro¬ 
motional efforts—other factors contributing to this cannot be 
segregated under this concept. 

<ii) Market share aspect is ignored by laying greater emphasis 
on absolute sales. 

(iii) Varying gross contribution percentages between the Pro¬ 
duct Groups would affect R.O.P.I. 

(iv) R.O.P.I. may be affected by external market conditions 
as well. 

(v) The findings are rather inadequate to indicate control act¬ 
ions required for various Product Groups. 

C. Measures for refinement: 

(i) An attempt may be made to separate the impact of the 
respective components of promotional expenses. 

(ii) Analysis of the indices for a number of periods with vary¬ 
ing quantum or proportion of promotional investment would 
provide a better guide. 

(iii) An attempt may be made to broadly establish the lead 
lag relationship between promotional expenditures and returns, 
and suitably adjust the R.O.P.I. indices accordingly. 

(iv) Norms in the form of minimum R.O.P.I. indices may 
be established to serve as control tools. 

(v) A standard contribution rate applicable to all Product 
Groups may be accepted as a norm for a more meaningful 
comparison instead of using actual contribution rates, which would 
always vary between the various Product Groups. 

If one is aware of the pitfalls of the approach and if some 
efforts are made towards its refinement, as suggested above, 
the R.O.P.I. concept may perhaps be given a fair trial by any 
marketing organisation to measure advertisement effectiveness. 
Even though the measures would only be broad and approximate, 
these could still prove to be very useful guides, particularly 
when precise measurements are just not available. 

5. Concluding Observations 

Evaluation of the effectiveness of advertising function is per¬ 
haps the most challenging task to any finance or marketing exe- 
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cutive. The financial and non-financia! techniques and approaches 
indicated above can only provide some broad guidelines in taking 
‘go’ or ‘no*go’ decisions, especially in gray areas, and also for 
evaluating the overall soundness of promotional efforts. These 
cannot, therefore, replace sound judgement regarding the why. 
when and how of advertising. 

It is also to be borne in mind that the ultimate test of success 
in advertising lies in the result, the most important of which is 
market share. This result again is due to the coordinated and 
consolidated efforts of all marketing functions, not advertising 
alone. Another test of success in advertising is the development 
of brand loyalty of the buyers and, to this end, conversion of 
brand indifference and brand recognition into brand preference 
and brand insistence, through successful promotional efforts. 
Finally, advertisement efforts would be considered to be highly 
successful when the corporate image is built up on a sound 
basis, improved over time and projected into society in proper 
perspective. 


Chapter 23 


EVALUATION OF DISTRIBUTION 


1. Introduction; 2 Plannning the Distribution Channel and 
Mix; 3. Distribution Cost and Transportation Model; 4. Eva¬ 
luation of Distribution Effectiveness; 5. Concluding Obscrva- 
tions. 

1. Introduction 

In Chapter 1 we have given a bird’s eye view of the various 
distribution channels for consumer and industrial products. We 
have indicated the concept of distribution channel mix and the 
various factors which have to be considered in developing this 
mix. In this Chapter we shall probe deeper into the aspects of 
cost analysis in the area of distribution or placement and also 
the modes of decision-making and evaluation of such decisions 
with regard to distribution. Peter Drucker rightly described dis¬ 
tribution as the industry’s ‘dark continent’. It will be our endea¬ 
vour here to explore only some of the important and fascinating 
areas of this dark continent. 

While the increasing distribution costs have been causing con¬ 
cern to many marketing executives and have also affected the con¬ 
sumer by way of increased prices, systematic efforts towards con¬ 
taining these costs are practically absent, particularly in India. 
One reason for this could be that the executives are not aware 
of the interplay of the complex factors in the logistics of distri¬ 
bution and consequents frhey are unable to manoeuvre or mani¬ 
pulate these factors. The approaches to be outlined here, it Is 
honed, would be of great help to executives in this regard. 

At the outset we would like to refer to what is called ‘the 
total cost approach to distribution’.* This has as many as ten 
important components. These are warehousing, inventory carry¬ 
ing. inventory obsolescence, production or supply alternatives, 
cost concessions, channels of distribution, transportation, com¬ 
munications and data processing, alternative facilities use, and 
customer service■ These are the only areas where distribution 
costs are incurred. Some of these costs are visible, others in¬ 
visible—some are monetary and others opportunity costs. While 
conceding that each one of these is important, we will primarily 

* R. Lakashvnan & J. F. Slolle (Ref, Business Horizons, Vol. 8, No. 4). 
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concentrate on channels of distribution and transportation in our 
subsequent discussions. 

2. Planning the Distribution Channel and Mix 

The bulk of distribution costs arises out of the decisions about 
the channels of distribution and also the distribution mix deve¬ 
loped by a marketing organisation. This would emphasise the 
need for proper planning; for a wrong step taken in this 
sphere Is rather difficult to retrieve except over a long period 
and by incurring substantial costs, some of them being of the 
nature of Sunk Cost. 

A marketer may have to face quite a few alternative choices 
with regard to selection of channels of distribution. For example, 
a marketing organisation dealing in industrial products may have 
the following alternatives. 

(a) Manufacturer—Agent—Distributor—User 

(b) Manufacturer—Distributor—User 

(c) Manufacturer—Own branches—User 

(//) Manufacturer—Agent—Agent’s branches—User 

Each choice has its own advantages and disadvantages with 
regard to sales volume, time required to attain volume growth, 
capital investment (say, for setting up own branches), investment 
in personnel development, investment in promotional material, 
advertising expenses, investment in working capital (inventory 
and receivables), gross margin as well as net margin after 
considering the discounts or commissions that have to be passed 
on to the intermediaries. In a situation like this,, the best approach 
would be to quantify all the variables and arrive at the end 
results under each alternative from the financial point of view 
to enable a clear cut choice. The following table may be used 
for this purpose: 


SELECTION OU T OF ALTERNATIVE MODES OF DISTRIBUTION 

Alternative 


Criteria/Details 

1. Initial investment (Rs. lakhs) 

2. Recurring investments 

of non-revenue nature (Rs lakhs) : 


(i) (ii) (iii) (iv) 


* \ 


.. 



1 

2 

3 

4 

5 

6 


I 
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3. Annual sales-units/OOO 
and value/Rs. lakhs: 

Year 1 

o 

3 

4 

5 

6 

4. Net marketing margin 

( = Gross margin less direct 
selling & distribution 
expenses including commission j 
discount on distribution and 
finance cost on working Capital 
lock-up) : 

Year 1 
2 

3 

4 

5 

6 

N.B. : (i) The data as arranged in the above manner may be 

analysed further applying the D.C.F. technique in order 
to arrive at the right choice. 

(ii) Time horizon may be extended, say to 10 years, specially 
if D.C.F. calculations are intended to be made. 

Let us take another simple case in distribution Planning: 

RELIANCE PRIVATE LTD. 

(A Case Study on Changeover in Distribution System) 

The Company operates its own delivery vans to distribute its 
products in the metropolitan city where the factory is located. 
It is considering a changeover to agents who will collect the 
goods from the factory warehouse and deliver to the retailers. 
They will be paid a commission of 5 per cent from which they 
will pass on 1 per cent to the dealers. The company will raise 
invoices on the agents on 30 days’ credit. Following are the 
other relevant data: 
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Particulars 

Existing 

Proitoscd 


system 

system 

No. of vans 

5 


Original cost of the vans 

Rs. 2,00,000 


Depreciation rate 

Drivers/delivery workers 

20% of ori¬ 
ginal value 


(number) 

40 


Salaries/wages per month 
Maintenance and running expen¬ 

Rs 25.000 


ses per van per month 

Rs. 2,000 


Other overheads per morith 
Approx. Sales value of deliveries 

Rs. 5,000 


per month 

Rs. 20,00.000 


Dealers’/agents’ commission 

2% 

5%. 

Terms 

Cash 

30 days’ 
credit 

Sales may fluctuate 

+ 20% 


To arrive at the right choice, looking at the above situation 

rom the financial point of view, the following aspects have to 
be considered: 

(0 Total cost of operation per month under the existing sys¬ 
tem and the proposed system and in each case, under three 

Rf'l fi viz 'i Rs 20 Lakhs - Rs - 24 Lakhs, and 

Ks. 16 Lakhs, should be worked out. 

(n) For the purpose of (i) above, depreciation is to be consider- 

Si ° f ^ ^ thC existin g system. Similarly interest 

(at the marginal rate at which the Company will have to borrow 

crZ y) to° n ^ e n° rk i ng ^ Pitaj lock ‘ u P because of the 30d™ 

unlr i a,Io r ed Wl11 have to be considered as a cost 
under the proposed system. 

J^ Ca , Se a changeover is to be made, the sunk cost viz. 

. depreciation on the delivery vans, and also the time* 

3"*°°? ^chang^erL^o 

ked out ^d considered while taking the decision 
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between financial considerations and strategic factors in the 
decision-making process and implementation of a decision. 


BOMBAY PHARMACEUTICALS LIMITED 
(A Case History on Opening a Sales-Depot) 


The Company was selling its products in a particular semi- 
urban area through a distributor against an overriding commis¬ 
sion of 10 per cent on sales. The annual set-up cost of a 
sales-depot in that area was estimated to be Rs 2 lakhs. And 
if the distributor were to be eliminated there would also be an 
additional variable cost of 6 per cent on sales (due to additional 
transport charges, interest on working capital lock-up and other 
inventory carrying cost). 

Based on these data the management accountant of the 
company made a break-even study and suggested to the manage¬ 
ment that the break-even sales to justify a depot in the area 
was Rs. 50 lakhs. This was arrived at as follows: 


Incremental Fixed Cost Rs. 2 lakhs 

B.E. Sales Value = -*- = - 

Incremental P/V Ratio (10-6)% 

Rs. 2 lakhs 

= - = Rs. 50 lakhs 

4% 

To assist the management in similar decisions the Manage¬ 
ment Accountant also included in his report a simple table as 
follows: 


Rate of 

overriding commission 

12 % 

11 % 

10 %. 

9% 

8 % 

7% 


Break even sales value 
(Rs. lakhs) 

33.33 

40.00 

50.00 

66.67 

100.00 

200.00 


The above workings were based on the facts that: 

1. the annual fixed set-up cost of a sales-depot in any semi- 
urban area in India would be around the same, Rs. - 
lakhs* 

2. the variable cost of 6 per cent would also remain un¬ 
changed; and 
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3. The overriding commission rates varied from place to 
place, ranging from 8 per cent to 12 per cent. 


On the basis of this analysis the top management came to 
the following conclusions: 

(i) Based on the present turnover rate and immediate future 
growth in turnover, the Company should open new sales depots 
in four places in India and thereby eliminate distributorship in 
those areas. 

(ii) The decision to open a depot in one place which had 
been taken recently was wrong, since the turnover of that area 
was below the break-even sales value to justify the setting up 
of a depot. 

Accordingly, it was proposed by the top management to close 
down the depot where it was not justified and open four new 
depots on the basis of financial justification. 

When the matter was referred to the marketing department 
they raised a number of marketing and strategic factors which 
would go against the proposed decisions and their implemen¬ 
tation. Some of these were: 


0) Most of the distributors had been with the Company for 
a long period, say about 15 to 20 years, and they considered 
themselves very much a part of the Company and not just outside 
distributors. And the Company also had developed a good rap¬ 
port with them. It would be unfair and unjust to sack them 
overnight on financial grounds alone. 

, i H L The dis t ri butor in the area in which the decision to open 

was pa i Ipal i y was highly connected with hospitals 

and government authorities. The Company was, therefore, already 

on the verge of losing a big chunk of hospital business in that 
area. 


"!? rketmR an ? str *tegic considerations, as in (ii). 
a,S ° » ff other area s. chosen for the opening of new depots. 

sugeited’bv 1 ^ 600 / 0per , ati ° n trough depots as also distributors. 
awTS? hy some for a few areas, was neither financially justifi- 
n practicable from the marketing angle 

“LeMus wa!,‘»nH e “ I f, deratio ” s the Company look a decision: 
Ler us wait and watch -Let us lie low in the matter 

^^ n ot rush and rock the boat....” In fact it was no deci- 
sion n was a commitment to a policy of drift* d 


3. Distribution Cost and Transportation Model 

fr^° b e!f, ms i° f ra i nimisi nK the cost of transportation of articles 

* •** * aP^y^^bcU^s^rt^tic^n^el^f^linear^ogrTnu 
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ming. A problem of this type is quite common but its solution 
may be rather baffling due to the intricate network of distribu¬ 
tion channels available to a company. The use of transportation 
technique reduces the whole problem to a set of routine arith¬ 
metical calculations which can be assigned to a group of clerks, 
(trained in basic arithmetic) or a computer, depending on the 
volume of calculations involved. What is important for the use 
of this technique is that the problem has to be formulated into 
a given pattern amenable to solution by the application of this 
technique. Here is a typical example which gives an idea of 
the nature of the problems capable of solution by transportation 
technique. 

Problem 

There are three factories of X Limited situated in Calcutta, 
Bombay and Madras. The produce of these factories can be 
marketed through its three distributors located at Delhi, Hydera¬ 
bad and Ernakulam. The factories located at Calcutta, Bombay 
and Madras can produce 10 lakh. 12 lakh and 8 lakh units res¬ 
pectively. The maximum quantities that can be handled by the 
distributors at Delhi, Hyderabad and Ernakulam happen to be 
15 lakhs, 10 lakhs, and 5 lakhs respectively. The cost of trans¬ 
portation from the factories to the distributors is as indicated 
in the table below: 


Factories 


Distribution Centres 


Delhi 

Hyderabad 

Ernakulam 

Calcutta 

Rs. 10 

Rs. 16 

Rs. 20 


per unit 

per unit 

per unit 

Bombay 

Rs. 11 

Rs. 9 

Rs. 17 


per unit 

per unit 

per unit 

Madras 

Rs. 15 

Rs. 7 

Rs. 10 


per unit 

per unit 

per unit 
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Required: Quantities to be supplied from each factory to dif¬ 
ferent distribution centres so as to minimise the total cost of 
transportation. 

The problem must be first arranged in the form of a table as 
shown on p. 348. 

The negative figures in the smaller chambers indicate the cost 
of transportation per unit from the different factories to the 
distributors through whom the article can be marketed. The 
positive figures outside these small chambers represent the allo¬ 
cation of the products of different factories among the distri¬ 
butors following the North West Corner Method*. This method 
involves allocation of all the 10 lakh units available from Cal¬ 
cutta factory to Delhi distributor in the first instance. The 
next stage is to allocate 5 lakh units available from Bombay 
factory to the Delhi distributor so that the capacity of this 
distributor is fully utilised. The third stage is to exhaust the 
remaining 7 lakh units available from Bombay factory by allo¬ 
cating them to the Hyderabad distributor. That still leaves 
unutilised 3 lakh units of marketing capacity of the Hyderabad 
distributor. This can be utilised by assigning 3 lakh units avail¬ 
able from Madras factory to the Hyderabad distributor. 

Tlie balance of 5 lakh units available from the Madras 
factory may be allocated to the Ernakulam distributor to com¬ 
plete the allocation of the entire available product among the 
distributors. This happens to be the initial distribution and 
we may start improving upon this allocation by successively 
shifting units from the more costly distribution channel to a 
less, costly one. till we reach the optimum distribution pattern. 
It is out of the scope of this book to discuss the method in 
detail and an exhaustive treatment will be available in any 
standard book on Operations Research. 

4. Evaluation of Distribution Effectiveness 

Distribution costs are bound to go up not only with increase 
in the volume of sales but also with the efforts towards achiev¬ 
ing higher market share through better coverage and penetra¬ 
tion into new markets. The problem is not. therefore, to com¬ 
pletely eliminate distribution costs, which is just not possible. 
The problem lies aculally in eliminating inefficiencies and con¬ 
sequently preventing cost escalation on this score. Any measure 
of evaluation of distribution effectiveness should therefore be 

• A better and less laborious method would be to obtain an approximate 
solution first by applying Vogel’s Approximation Method and then 
use what is commonly known as Modified Distribution Method to get 
the final solution. 



350 


MARKETING PERFORMANCE EVALUATION 


directed towards two things, viz., (a) how far is the distribution 
channel mix adequate to enable the company to improve upon 
its market share and (/>) whether the total cost of distribution 
is kept to the minimum. As regards the second aspect, viz., 
minimising the cost of distribution, approaches discussed above 
would be useful to marketers. Further, an inter-firm compari¬ 
son between competing firms could be made, if possible, to en¬ 
sure how far this objective of minimising distribution cost is 
being fulfilled in reality. This comparison should be made re¬ 
gularly on a periodic basis. Dr. Donald R. G. Cowan in his 
paper “Eleven Approaches to the problem of Distribution Costs” 
has presented, in a systematic and comprehensive manner, eleven 
tests for assessing distribution efficiency. These are briefly stated 
here: 

1. The Product Approach: Since how much can be sold for 
a firms distribution expenses, volume and earnings by salemen’s 
of efficiency, it is of prime importance to ensure that the right 
product is being offered for sale. 

2. The Product-Line Approach: The distribution of a product- 
line rather than of a single product will frequently reduce market¬ 
ing costs, when certain conditions are met. Briefly, products 
suitable for a line should be sold in the same market, and should 
be distributed through the same channels without involving dif¬ 
ferent methods and problems. 

3. The Channels Approach: Many alternative marketing 
channels are available, and the choice made will greatly affect 
distribution costs and efficiency. Moreover, as a firm’s output 
grows, it is necessary to reconsider what channels can provide 
more efficient distribution and to revamp the structure of dis¬ 
counts and commissions. 

4. The Engineering Approach: Distribution involves many 
physical activities in the moving and storing of goods to make 
them available at proper places and in proper quantities to 
cater to the ultimate buyers. This involves both transporta¬ 
tion and space utilisation between and within various establish¬ 
ments. 

5. The Accounting Approach: The accounting approach is 
more familiar to sales executives, but it has not been exploited 
fully in distribution. Typically, it involves the classification of 
a firm's distribution expenses, volume and earnings, by salemen's 
territories, by general line and special salesmen, by departments 
and products, by activities performed, and the like. The re¬ 
sulting comparisons of expenses, volume and earnings are help¬ 
ful in indicating the comparative profitability of the classified 
segments of distribution. Some firms have profit and loss state¬ 
ments for branches, many individual salesmen, product depart- 
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merits, and sales departments, and ask each responsible person 
to operate his unit as profitably as possible. 

6. The Operations Research Approach: The operations re¬ 
search approach, recent and closely allied to engineering, offers 
many possibilities. It affords opportunities for the comparison 
of alternatives in minimising efforts and costs in accomplishing 
a given end. 

7. The Economic Approach: The economic approach takes 
up where accounting leaves off. It is concerned with changing 
marketing conditions, sales forecasting, sales potential of markets, 
areas and customers, buying habits, competition, pricing, and 
the application of selling, advertising and other such efforts under 
conditions of diminishing returns to the point of marginal 
balance between expenditure and income and further to the 
point of maximum total profit or minimum loss. 

8. The Personnel Approach: The personnel approach to 
distribution efficiency is somewhat different from those already 
described. In the long run, the ability of its distribution em¬ 
ployees is a powerful influence in determining a firm’s growth 
and competitive standing. Many aspects of distribution, espe¬ 
cially the customer selling function, cannot be reduced to the 
impersonal and uniform activities of a machine. Hence, the 
selection, training, and compensation of distribution personnel, 
and the fitness of the employee to the task are important long- 
run factors influencing distribution costs, yet the opportunities 
for improvement are far from exhausted in a multitude of 
companies. 

9. The Organisational Approach: The organizational approach 
is much wider than the personnel approach. To bring about a 
dynamic organisation, there must be a clear perception and 
definition of the tasks to be performed at each level of manage¬ 
ment, both line and staff. Smooth working relationships and 
communication between these tasks must be worked out, autho¬ 
rity commensurate with responsibility must be delegated, proce¬ 
dures and inducements for stimulating maximum efforts must 
beapplied and regular evaluation of performance must be under¬ 
taken at all levels to eliminate ineffective personnel or unprofit¬ 
able activities. 


T* 16 Standardisation Approach: Distribution comprises a 
multitude of activities in which the human element looms large 

th 5 I ? f ? re : there « much variation in performance. 
Hie difficulties of bringing about standardisation in these human 
activities eonstdute the basic reason for lack of mechanisation in 

t °J dlstribu . tlon - specially in buying and selling. 
Nevertheless, there are important opportunities for increasing 
efficiency through standardisation. ® 
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11. The Management Approach: The management approach 
includes and employs all the other approaches just outlined, but 
there is always that something extra, a priceless ingredient, which 
makes its contribution distinctive. It is not only management's 
comprehension of the various avenues of efficient and economical 
distribution, but also its open-minded, imaginative, and rational 
approach to the use of new methods under conditions of continual 
change in distribution. It must consider which alternative com¬ 
binations of machines, personnel effort, advertising, channels, 
products, and the like, will yield the highest distributive return 
in the future. 

5. Concluding Observations 

To sum up and to indicate a few other important aspects of 
evaluation of distribution, we will make the following observations: 

(i) Distribution cost analysis is a fast growing and perhaps 
the most rewarding area in marketing cost analysis. Various 
methods and techniques have been developed in this area, rang¬ 
ing from the pure book-keeping approach of analysing the various 
heads of expenses, to the more sophisticated O.R. models. We 
have briefly discussed the transportation model of 0;R. A few 
other aspects of distribution cost analysis, from the financial point 
of view, will be covered in Chapters 26 to 28. 

(ii) Application of flexible budgeting concepts for the pur¬ 
pose of distribution cost analysis has been found to be useful 
in practice. Distribution costs, for this purpose, may be classi¬ 
fied as fixed (for example- salaries and benefits of distribution 
staff, warehouse rental and general charges, etc.,), semi-variable 
(for example, travelling of staff, insurance, telephone charges, etc.) 
and variable (for example, packaging, transportation, interest on 
inventories at selling points, etc.). Budgets and norms should be 
established for each such major item of expense under each cate¬ 
gory and actuals watched regularly, say on a monthly basis, to 
locate weak areas and initiate control actions. 

(iii) The overall distribution systems should be subjected to 
a thorough and objective review at an interval of two to three 
years in case of consumer marketing and five years in industrial 
marketing. This review may throw up areas of inefficiencies as 
well as new ideas to reduce distribution costs in relation to 
volume, if not in absolute terms. 

(iv) Any significant change in the mode of distribution should 
be subjected to a detailed financial evaluation of the benefit-cost- 
analysis type as suggested earlier, before any decision is taken 
in this regard. It has been seen that such evaluation would alter 
the distribution cost structure itself and in this case, the budget 
and norms of various expenses would have to be restated. 



Chapter 24 


EVALUATION OF MARKETING SERVICE 

FUNCTIONS 

1. Introduction. 2. Evaluation of Marketing Planning; 

3. Evaluation of Market Research Function; 4. Conclud¬ 
ing Observations 


1. Introduction 

Having covered in the preceding Chapters the evaluation of 
both overall marketing functions and certain specific areas like 
selling, advertising and distribution, we now intend to discuss in 
this Chapter the various other marketing functions. Mainly, there 
are two such functions, viz., marketing planning and market re¬ 
search. These two and other closely allied functions put together 
may be called marketing service functions. These service functions, 
though basically staff functions, provide support to the specific 
marketing functions. In fact, marketing cannot take shape in an 
organisation effectively unless these marketing service functions 
are performed efficiently. 

'Hiere is something intensely satisfying about filing cabinets 
stuffed with reports and various market data. Somertimes market¬ 
ing managers have more information at their disposal than they 
are able to use. Yet the process of cluttering the manager’s 
desk with costly, voluminous and sometime irrelevant data con¬ 
tinues unabated. There is also the strong temptation to supple¬ 
ment the centralised data facilities with personal data banks. 

„• at c S 1 ?°* r ? a } csed is ^ ie fact that information is very expen- 
Subst aJitiaI costs are involved in obtaining and circulating 

ina ir rmat r-. in . mana S emcnl time f or digesting and interpret¬ 
ed thfother d h a a nS maintaining and updating the information. 

decLsinn^ mo? and ’ there 15 aIso lhe cost to the company of poor 

de on errorneous and incomplete information Itis 

th6Se *"> “Pects and also to 

srra ossr Some of ,he Jys ° f °i™;. 

2 * Evaluation of Marketing Planning 

JSSfsanu 5 
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here both short-term operational planning and long-term strategic 
planning The short-term planning would be mostly of a defensive 
nature while strategic planning, being an integral part of long- 
range planning, is basically offensive in character, since the em¬ 
phasis here is on opportunity-seeking-attacking-strategy formula¬ 
tions. Needless to say, strategic planning should, therefore, gel 
priority over operational planning and the resources including 
manpower available for planning function should be allotted in 
greater proportion to the long-range planning efforts. 

From the financial angle the most obvious question that arises 
is, what should marketing planning cost? Or, to put it a bit 
differently, what amount should an organisation allocate to the 
function of marketing planning and what should be an acceptable 
basis for determining this? W. Dickerson Hogue in his article, 
‘What Should Marketing Planning Cost’* has given a simple for¬ 
mula which is based on the assumption that any planning effort 
would require certain amounts and certain types of additional 
information and, consequently, there should be a cost benefit equa¬ 
tion to examine this. The formula is: 

C should be ^ W, — W 
where, W - P x V — (P, x F) 

Definition of . Formula Terms Used 

C=the cost, after taxes, of obtaining information. Cost in¬ 
cludes not only expenditure of money, but also opportunity cost, 
i.e., profits foregone either because manpower was used on this 
project rather than on other profitable projects or because the 
delay incurred by additional work on this project meant giving 
competitors an increased share of the future market. 

“Should be < ” = “should be limited by” or “should be less 

than or equal to”. 

W (the expected present value of a plan before additional infor¬ 
mation is collected) = (P x V) — (P, x F), where 

p=the weighted average of a range of subjectively determined 
probabilities of ‘success’ of a particular plan based on all the 

information now available. , . , . . , 

V=the weighted average of a range of subjectively determine 
values of ‘success’ of a particular plan based on all the information 
now available. The values are calculated as expected future earn¬ 
ings, after taxes, discounted to their present values. 

F=Tthe 0 weighted^average of a range of subjecti^y determin^ 
costs (expected future losses, after taxes, discounted to their pre- 

* Business Horizons, April 1970, pp. 61-69. 
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sent values) of failure of a particular plan based on all the in¬ 
formation now available. 

Wx (the expected present value of the plan after alterations bas¬ 
ed on the additional information collected) is calculated in the 
same manner as W. The values of one or more of P,VJ>, and 
F are changed because of alternations made in the previous 
plan. 

This tool, according to Hogue, is used consciously or uncon¬ 
sciously by the manager. It is obvious that the cost of additional 
information should not exceed the additional value of a plan 
based on the additional as well as earlier information. And this 
is exactly what the formula states. However, the estimated value 
of a plan would depend upon several subjective estimates, viz., 
a subjective estimate of probability of success multiplied by a sub¬ 
jective estimate of the value of success, less the total of a subjec¬ 
tive estimate of probability of failure multiplied by a subjective 
estimate of the cost of failure. Moreover, there is the inherent 
problem of estimating the cost of obtaining information. Ndt- 
withstanding these, a broad estimate should be possible and the 
formula could give some useful guidance in developing a cost- 
benefit approach for marketing planning, both short term and long 
term. 

, —— F — r * : • • 

$ % 

3. Evaluation of Market Research Function 

We will first relate a real life case history concerning market 
research. 


MULTI-PRODUCT MARKETING LTD. 
(Setting up of Market Research Department) 


The corporate management of the multi-product multi-market 
manufacturing-cum-marketing enterprise faced about five years 
ago the problem of whether or not to set up a market research 
department. A brief retrospect will eventually show that the 
management could not take a final decision in this regard in the 
course of five years, due to various factors. 

The need for effective market research services was felt by the 

ComtJ e ,!?, ent 1 t ! ie / 1 [ st time about five years ago, when the 

had , been U1 * then a purely trading concern. 
* tt g “ p a few manufacturing units to broaden their 

was undlrt^kf n b K 6 ' a* l i hlS Stage ’ some market research work 
Crtaken by a develo P men t manager with the help of the 

-S e ? evel °P ment manager had. incidental- 

SrtSSL I fi? ns 1 lble for A*® setlin S U P of the new manu- 

them^Ln^f’ d runrung - M P rofit ^utre head, two of 
them when they would start commercial production. Elaborate 
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project reports were prepared in respect of the products pro¬ 
posed to be manufactured and the market survey results included 
in the report were vep' attractive indeed. Such market surveys 
had been undertaken in advance by the marketing staff to assess 
the demand for the proposed products. 

Within two/three years of setting up the manufacturing units, 
the corporate management came to realise that the decisions to 
set up the units were all wrong and that the demand for the pro¬ 
ducts was much less than what had been envisaged earlier. 

There is a saying about market research and market survey— 
“If the market research is very good, it is just something; if it 
is average, or even good, it is bad.*’ This relates to the market 
research efforts as well as the results. There is much truth in 
the saying. Obviously the market research efforts were not 
undertaken in a systematic way. The work was conducted by 
the sales staff in a rather amateurish way, since they considered 
it to be an additional responsibility over and above their existing 
ones, including selling in a highly competitive market. 

The need for further market research for some other new 
products arose at this stage and the Company could not really 
decide what to do. In fact, they were confronted with two op¬ 
posite approaches and their respective pitfalls; 

“(a) If a full-fledged market research department is set up, 
with fresh management graduates majoring in marketing, the 
results of the market research would academically be very sound 
but mostly divorced from reality, since these people would not 
have first-hand knowledge of the market. 

( b ) If the sales staff are entrusted with market research, they 
would not be able to devote much time and attention to do 
justice to this additional responsibility and also, their findings 
would not be cross-checked and integrated with those of desk 
researches with the help of papers, pamphlets and publications 
which are very much a part of marketing research efforts.” 

What was required perhaps was a judicious blend of desk re¬ 
searches by market research experts and actual market surveys 
by people close to the market. The Company also sought to 
achieve this originally, as indicated earlier, but somehow that 
did not work. As a result, the Company failed to take any con¬ 
crete decision in the matter and the market research function 
continued to be undertaken on an ad-hoc basis and perhaps in 
an amateurish manner, as and when the need arose. 

Let us try to analyse the reasons for the failure of market 
research function of the Company. Most market surveys, just as 
it happened in this Company, try to delineate the market profile, 
find out the size of the market and estimate the share that the 
Company’s product could hope to get. But in the entire process. 
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the most important factor of price is overlooked. Every pro¬ 
duct has a market but that is only at a certain price. If the price 
is increased beyond an acceptable range, the market as well as 
the expected share will shrink. Very often, though a rough idea 
of the price of the product is formed by market surveyers, inci¬ 
dentally so to say, an attempt is seldom made to find the effect 
on the market if the price increases by say, 50 per cent or 100 
per cent or even more. In reality it so happens that because of 
the gestation period of a project—because of the lead time be¬ 
tween the undertaking of the market research and starting the 
commercial production—the cost goes up so much that the price 
the Product could be offered by the company is much 
more than what was originally envisaged. This situation is all 

hnn^nS ^ Undc J , 1 nflatlon a*y conditions. This is exactly what 
happened in case of the particular company. Therefore the fault 

size^of to estaWfeh'the 

•7 a mS sSf&s,sw r rk °e f tin 7 por,ion by ,he 

market ™Por.ance since 

and information used L bcdrock ° f 3 host of analyses 

major capital investment tto’don^"!^^ ,n laking 
investment decision not onlv mean* «„ My * a wron ? 

consequently be damaging and frustrating StCP but 030 

blem of budgeting for market research"” a " d the pro ' 

E Sr. 

* Business Horizons. Vol. 9, No. 3, 1966, pp 45 . 54 . 
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1 . 

2 . 

3. 

4. 

5. 

6 . 


Review objectives that are being sought. 

Establish criteria for use in evaluating the alternative. 
Identify relevant alternatives with particular reference to 
assessment of the economic costs and benefits or gains 
associated with it. 

Recognise time pattern of benefits and costs. Our ability 
to foresee the future becomes so limited after say, ten or 
fifteen years. 

Recognise uncertainty. Decide alternate strategy and out¬ 
comes. Apply probability criteria and come to the deci¬ 
sion of better strategy. 

Develop a model to suit the analysis with the built-in 
probabilities to take care of uncertainties. 


Costs of market research information are acquisition costs and 
operating costs, while its value is utility in terms of profitability 

We now come to the basis of establishing the budget for market 
research. Before we go to indicate what should be let us first 
talk about what is. The size of the budget is usually based on 
one or more of the following factors: 

1. The ‘selling ability’ of the marketing research head, in¬ 
stead of the value of the services rendered to the manage¬ 
ment; 

2. Amount needed to meet or beat the typical level of ex¬ 
penditure among competitors; 

3. The amount that the company can afford to spend— 
obviously the budget gets expanded in good times and 
contracted when business conditions are tight; and 

4. Budgeting based on some fixed percentage of the total 
marketing cost budget, market research being largely a 
matter of habit. 

It will be appreciated that none of these bases is acceptable. 
The literatures on marketing and marketing research these days 
increasingly emphasise the fact that marketing research should 
be regarded as an investment and also that “research is used most 
efficiently if its budget is regarded as an investment rather than 
an expense.” It is also said that the “scope of research in the 
company’s operation should be determined by its individual re¬ 
quirements and each research task should be regarded as a means 
of increasing net profits.” 

In his article, “The Current Marketing Question”, Twedt re¬ 
ported that a retum-on-investment approach to past marketing 
research expenditures had been useful in appraising the value of 
marketing research at the Oscar Mayer Company. The formula 
used by Twedt is: 
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“Worth” or Value of Finding X Proportion of Crucial Cases 


Annual Marketing Research Budget 
=. Return on Investment 

Twedt reported that the return on investment computed in 
this way for his company was 351 per cent of the previous year. 
According to Twedt, this method “has turned out to be a matter 
of good personnel relations within the company, since it provides 
a reason for a mutually helpful annual review of the dollar value 
of the information supplied by the marketing research depart¬ 
ment.” Although, according to us, Twedt’s is a good approach 
to evaluate expenditure in market research on a historical basis, 
one limitation of his formula is that it does not provide a basis 
for setting a budget for a future period in which the anticipated 
circumstances may be quite different from those of the immediate 
past period. 

4. Concluding Observations 

The types of functions mentioned above, viz., marketing plan¬ 
ning and market research, are essentially staff functions. Conse¬ 
quently, it is very difficult to establish accounttability in these 
areas and also provide a basis of strict financial evaluation of 
results vis-a-vis costs. The problem is further aggravated by the 
fact that a substantial part of expenses in these areas are spend¬ 
ing on the future. The following observations would be relevant 
in this context: 

(i) There is a tendency, particularly in companies which cam 
enough profits, to incur or commit substantial expenses in such 
areas. Most or such expenses are incurred as policy costs or 
as a status symbol without paying adequate consideration to 
the benefits that could be derived. This tendency of going on an 
indiscriminate spending spree, just because the organisation can 
afford, should be curbed. The approaches outlined in this Chapter, 
it is hoped, will be helpful in this regard. 

(ii) At the same time it has been seen that executives develop 
a tendency to postpone any spending on the future. This is true 
of organisations which evaluate, reward and promote their exe¬ 
cutives on the basis of short-term results, mainly profits, alone. 
“Too many companies still reward executives for short-term pro¬ 
fits. Very often a manager will not spend money on the future, 
and with luck he will get promoted out of his job, or retire 
from it, before the future arrives. Some other guy has to live 
wth the consequences.” (Mason Haire of M.I.T.) It has also 
been seen that when, during a not-so-good time, some sort of 
economy drive is actively thought of by an organisation, the 
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axe falls heavily on all sorls of unproductive (?) expenditure 
which includes those on marketing planning and marketing 
research! 

(iii) A balance has therefore to be struck between what is 
necessary and what is unnecessary while arriving at a budget 
allocation in respect of the staff marketing functions. And this 
is where the top management understanding and judgement would 
be the crucial lactor. 
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This section, with a high practical bias, intends to equip mar¬ 
keting executives with the various tools and techniques avail¬ 
able, ranging from the conventional to the more sophisticated 
ones, so that they arc able to effectively control marketing ope¬ 
rations in general and the important key result areas in the 
operations in particular. In the first chapter of this section, 
the reader is exposed to the basic concepts, implications and 
the process of control. This chapter also deals with a very 
important and modem concept of marketing control, viz., the 
responsibility centre concept as well as profit centre concept. 
The next chapter (Chapter 26) illustrates the techniques of sell¬ 
ing and distribution cost analysis and sales variance analysis 
and their uses and misuses. Chapter 27 is devoted to the 
techniques of preparation of product line accounting and 
product-wise profitability statements. The next Chapter ex¬ 
plores the mode and rationale of cost control and cost re¬ 
duction in marketing. Chapter 29 discusses at length work¬ 
ing capital control in marketing operations, covering inter alia 
working capital requirement forecasting and also financing, 
receivables control and marketing inventory control. The 
chapter ends with the Tandon Committee norms on inven- 
tory and receivables. 

The last chapter of this section, as well as of the book 
itself, devoted to management information and control 
system in marketing, should be looked upon not as some¬ 
thing quite different from what has been discussed in the 
preceding twenty-nine chapters, but as one intended to cover, 
in an integrated form, the message of the book under the 
overall conceptual framework of management information 
and control system. An attempt has nevertheless been made 
here to illustrate through real-life cases, a few more areas of 
marketing information system and control of marketing 
operations through effective monitoring of the key result areas. 







Chapter 25 


CONTROL CONCEPTS AND SYSTEMS IN 
MARKETING OPERATIONS 

1 The Concepts of Management Control; 2. The Process of 
Management Control; 3. Responsibility Centre and Profit 
Centre Concepts; 4. Appraisal and Control of Marketing Per¬ 
formance 


1. The Concept of Management Control 

Since these days we talk more of control systems, rather than 
control per se, it would be useful if we start with the implication 
of systems approach. Systems usually are defined as whole 
structures organised by the inter-relationships of their parts or 
elements, called sub-systems. In management science there are 
many advocates of the systems approach as an attempt to analyse 
the parts in relation to the whole, under complex situations. Under 
systems approach there is an emphatic interest in systems designs, 
corresponding with their aims to ensure the systems functioning. 
Control is one managerial process where systems approach has been 
found to be highly effective. 

The meaning and significance of the term control is somewhat 
different in management from what it is in ordinary usage. Control 
is an important element of management functions, the others 
being planning, decision-making, etc. Control in management 
essentially means monitoring and taking remedial action when 
necessary. The purpose of control is to maintain a desired state 
or condition. Managerial control exercised systematically should 
nave four basic elements: 

_ Select or-A device representing what should be happening 
so that it can be compared to what is happening. (What should 
be happening is actually the objective, goal, expectation, standard, 
nor “* °£juiy such thing used as ‘bench-mark’). 

(u) Detector—A measuring device which detects what is 
happening. 

A device for effecting change in what is hap- 
to bnng Ums m line with what should be happening. 
(Somctunes the effector might provide an acceptable and scientific 
w f chan ^ ng or restating what should be happening). 

AiTinnc ™u° r T t "**7 A means of communicating information 
among the three elements mentioned above & 
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These elements arc universal in any control system. There¬ 
fore, they can also be appliefl to an organisation. However, in 
order to apply these to an organisation, the selector, that is, 
what should be happening, has to be determined through a 
conscious management process, called planning. This is how 
the planning process and control systems in any organisation 
are closely interlinked. However, there are some types of plan¬ 
ning which are not so closely related to control. 

The planning and control responsibilities differ according to 
the various levels of management. From this standpoint, planning 
and control activities may be classified into three categories, 
viz., strategic planning, management control and operational 
control. We may first define these three expressions, quoting 
from Antony and Dearden ( Management Control Systems: Text 
and Cases'). 

Strategic planning is the process of deciding on the goals of 
the organisation on changes in these goals, on the resources used 
to attain these goals, and on the policies that are to govern the 
acauisition, use and disposition of these resources. 

Management control is the process hv which managers assure 
that resources are obtained and used effectively and efficiently in 
the accomplishment of the organisation s goals. 

Operational control is the process of assuring that specific tasks 
are carried out effectively and efficientlv. 

Closely following Antony and Dearden again, we have shown 
in a tabular form, some points of distinction between these three 
concepts, on page 365. 

As will be evident from this table, planning, and control 
responsibilities would vary at different levels of management. 
Corporate management, represented by the Board and the heads 
of various functions who are not members of the Board, should 
formulate strategic plans (including setting out long-ranee obiec- 
tives) and also plans for translating the strategic plans into 
short-term quantified targets of achievement. They will also 
approve short-term targets, e.g., profit plans, contingency plans 
and also action programmes framed by the executive manage¬ 
ment. The control role of the corporate management comprises 
reviewing the performance of the organisation in relation to 
components (say, monthly targets) of annual profit plan and also 
taking remedial actions by way of periodic policy review and 
tactical policy shifts necessary to achieve the long-term objectives 
as well as the short-term targets set out in the profit plan. 

The executive management representing product group heads, 
operational heads or profit centre heads, in their planning role, 
will formulate profit plans, contingency plans and action pro- 
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grammes and will also approve annual plans for product lines, 
functions, etc., contingency plans and action programmes deve¬ 
loped by the operating management. The control role of the 
executive management lies in reviewing performance of profit 
centres or functions in relation to components of annual profit 
plan and also taking remedial actions for achieving organisational 
targets. 

The operating management comprises product line managers, 
production supervisors, etc. They have to formulate profit plan 
or programmes or operational plans for their respective product 
lines, production units, etc., also contingency plans and act : on 
programmes in such areas. The control function of operating 
management is to review performance of each area at short 
periodic intervals with a view to taking remedial action relating 
to short-falls in performance. 

From this discussion it may be noted that the need and inten¬ 
sity of planning are the highest at the corporate management level 
and progressively come down to the lowest at the operating 
management level. The reverse is true of the control role—the 
intensity of control is the highest at the operating management 
level and progressively comes down. As one goes up higher, at 
the corporate management level, control is only overall, emphasis 
being placed more on achieving the long-term objectives than on 
fulfilling the short-term targets. 

2. The Process of Management Control 

There are five basic steps or components in the process of 
management control. These are: 

(i) Determination of standards or norms to be used in measur¬ 
ing actual results; 

(ii) Measurement of actual results vis-a-vis planned results on 
the same lines and in the same areas as per standards and 
norms set earlier; 

(iii) Identification and analysis of the gap between the expected 
and actual results, specially the operations which show 
unfavourable results or shortfalls. 

(iv) Initiating remedial action either to correct the shortfall 
or to provide an acceptable basis for revising the norms 
themselves. (These actions could take the form of a con¬ 
tingency plan framed earlier, developing new policies, pro¬ 
cedures and programmes, redeployment of resources and 

efforts, etc.). , . , 

(v) Recycling the information relating to the actual perform¬ 
ance for itts use in developing future plans. 
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There are three important considerations in the installation of 
an effective control system. These are: 

(i) Development of a number of smaller units, groups or sub¬ 
units which may be called, responsibility centres; 

(ii) Identification of critical variables, that constitute critical 
success factors in the overall performance of the organi¬ 
sation, to be able to bring these into sharper focus; and 

Ciii) An effective information system and mode of reporting 
to aid suitable remedial actions preceded by problem- 
analysis and followed by appropriate decisions. 

Out of these three considerations, we will discuss in detail the 
first one, viz., responsibility centres under the next heading and 
the third one, viz., information and reporting in the last Chapter. 
We will, therefore, make a few observations here only on the 
second one, viz., critical variables. 

Critical variables are also called key variables. This expression 
is somewhat akin in import to a few other expressions used in 
budgetary control, viz., key factor, principal budget factor, limit¬ 
ing factor and governing factor. We have explained these while 
discussing budgetary control concepts in Chapter 8. 

For the purpose of control system, we have to recognise those 
important aspects of the organisation’s operations that are critical 
to its success and considered crucial to the process of management 
control. We may cite a few examples of critical variables: 
occupancy rates and repeat customers in hotel industry and also 
in hospitals, yield, percentage of base chemicals in fermentation 
process, waste ratios in spinning and damages in weaving in tex¬ 
tile industry and measures of performance indices in industrial 
equipments including say, construction, mining, drilling, etc. We 
may, therefore, define critical variables as those aspects of ope¬ 
ration which, if ineffectively carried out, would jeopardise the 
realisation of planned outcomes, however efficiently other opera¬ 
tions in the organisation are performed. 


3. Responsibility Centre and Profit Centre Concepts 

Responsibility centre may be defined as a department or unit 

ot an organisation headed by a responsible person. Broadly three 

^pes of responsibility centres are recognised for control system. 

these are cost centre (or expense centre), profit centre and invest- 
mem centre. 

Profit is the excess of revenue over cost or expense. Thus if 
performance in a responsibility centre is measured in terms of 

/ eVei !V e , ,t < * ras and ^ cost i{ ‘"cure, »s called a 
profit centre. Under the conventional method, profit is considered 
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to be the concern of the top management, and the different units 
or functional areas are treated as cost or expense centres. If, to 
replace this system, a number of profit centres are developed 
within the organisation, the total profit function of the enter¬ 
prise gets in the process divided into a number of smaller profit 
functions. The head of the profit centre and the staff under him 
are responsible not for cost incurred, but for both cost and re¬ 
venue, and consequently the profit too. 

Investment centre concept is a further refinement of profit 
centre since, under the former, a responsible executive has to 
justify the adequacy of profit not in absolute terms but in the 
form of rate of return on investments (R.O.I.). 

In identifying profit centre and also its logical extension, viz., 
responsibility centre, there are four broad considerations: 

(i) There should be a manager or head responsible for achie¬ 
ving results in relation to operations within the sub-unit; 

(ii) Both the inputs and the outputs of the sub-unit should 
be amenable to clear measurement; 

(iii) Some technology or skills, distinct for the sub-unit, should 
be employed in the method of conversion of inputs into 
desired outputs; 

(iv) The recipients of goods and services produced by the sub¬ 
unit should be clear and distinct. These may be some 
other sub-unit or sub-units within the organisation or ex¬ 
ternal markets or even a combination of both. 

Following the criteria metioned above, it is possible to identify 
as a profit centre or responsibility centre a geographical market¬ 
ing area (region or zone), a product group or a .product, a branch 
etc. All these pertain to marketing operations. However, if it is 
desired that manufacturing operations or any other sub-unit which 
does not ordinarily sell its goods or services to external markets, 
should also be treated as profit centre or investment centre, then, 
an important problem that will arise is the determination of 
transfer price. This internal transfer price is the price at which 
goods or services will be transferred by one sub-unit to another 
This price is the result or value of outputs of one sub-unit (say 
production) and at the same lime the cost or value of inputs 
to another sub-unit (say marketing). There are various methods 
and techniques of determining transfer prices under various situa¬ 
tions. Without going too much into technical details, we may 
indicate here the" more important considerations involved in this 

regard. „ . 

As already indicated, determination of transfer price is a must 
for the purpose of divisional performance appraisal under decen¬ 
tralised profit responsibility. There are three important objectives 
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or criteria in deciding upon the appropriate basis for transfer 
pricing. These are: 

(i) Goal congruence—i.e., maximisation of profit for the or¬ 
ganisation as a whole. 

(ii) Objective performance evaluation. 

(iii) Autonomy—i.e., manager must have the authority to choose 
his own inputs from whichever sources he likes and sell 
his outputs to whichever outlets he desires. 

Strictly speaking, no single method has been devised so far to 
achieve all these three objectives. However, we may mention 
here a few of the more important and commonly used basis of 
transfer pricing: 

A. Market price basis: Market price or negotiated market 
price, as a basis for transfer pricing, is easy to adopt and it 
also appeals most to a profit centre system. This could be 
a good basis of transfer pricing between two sub-units when 
one of them has the option to buy from the other or from the 
outside market. But it is difficult to adopt in a situation when 
one production department transfers finished goods to a market¬ 
ing department. Besides this, market price basis suffers from 
quite a few limitations, viz., 

(i) Dependable market price is not always available—even 
quotations from others are likely to be vitiated when the 
purpose is known to them; 

(ii) Role of the product itself in. influencing the market is 
ignored; 

(iii) There is the problem of splitting between profit centres 
the cost savings arising out of bulk purchases for higher 
production level due to internal use as well; 

(iv) Factors like quality, delivery period, terms of payment, etc. 
also influence market price and these are difficult to quan¬ 
tify and use in transfer pricing; 

(v) The difference between short-run average and long-run 
average market prices is ignored; 

(vi) Cost of preparing bids may sometimes be prohibitive; and 

(vii) Intermediate markets are too often non-existent, ill-struc¬ 
tured or imperfect. 

B. Market price ‘minus’ basis: Under this method, a certain 
percentage or quantum of market price is deducted from it and 

• 1 figUre J S USed “ transfer P«ce. The amount so 
deducted is supposed to take care of the margin of the trans- 

fSS??u SUb ’ Unit \ ™ s 15 a ver y common method. Buit it suffers 
om the same limitations as mentioned under (A) above. Addi- 
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tionally, there is the problem of determining the percentage or 
quantum to be deducted from the market price. 

C. Full cost ‘plus’ basis: The limitation of this method lies 
in arriving at the full cost itself after ensuring that the cost of 
inefficiency of one division is not shared by the others. 

D. Marginal cost ‘plus’ basis: The limitation is more or less 
the same as that for full cost basis. But some improvement is 
achieved under this method by segregating period cost from pro¬ 
duct cost. The determination of the ‘plus’ factor is another limi¬ 
tation here as well as in the previous basis. 

E. Standard marginal cost plus opportunity cost basis: This 
seems to be a more scientific method. Opportunity cost for this 
purpose is Taken for the firm as a whole and is defined as the 
maximum contribution to profit foregone by the firm as a whole 
if the goods are transferred internally. This method obviates 
the need for a more or less subjective decision regarding deter¬ 
mining the ‘plus’ element as is required under the previous two 
methods. 

F. Dual pricing: This is suggested by many authors and is 
quite logical. Under this method, there are two types of trans¬ 
fer pricing—one used for economic decisions and the other for 
performance evaluation. 

Let us now come to the requirements for the introduction of 
profit centre and investment centre concepts.. 'Hie requirements 
may be studied from three angles, viz., organisational, procedural 
and analytical. 

The organisational requirements are: 

(i) A well-knit organisation chart delineating clearly the levels 

of authority and responsibility; . 

(ii) A sound and prompt system of information and reporting 
—an effective management information system—to take care of 
both collection of data and presentation of analysis; and 

(iii) Preferably a low rate of ‘employee turnover’ and not too 
frequent transfers of staff, at least at the levels of responsibility 

centre heads. 


The procedural requirements are: 

(i) Absolutely clear and unambiguous definitions of production, 
sales, different facets of cost and different segments of profits; 

(ii) Proper allocation and apportionment of revenues, cosis 
and expenses and care to be taken in this respect to ensure that. 



The bases chosen for different allocation and apportionmen 
strike a healthy balance between equity and measurability, 
while retaining the essential simplicity; 
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(b) The same bases as above are also adopted at the time of 
measuring actuals against standards or norms for profit 
centre reporting purposes; and 

(c) The budgeting and budget revision mechanism is to be gear¬ 
ed towards the profit centre-wise requirements, obviating 
thereby the need for subsequent arbitrary break-up of all 
relevant budget figures. 


The analytical requirement for the introduction of profit centre 
concept actually boils down to the analysis of various costs and 
expenses in a manner useful for the purpose of profit centre re¬ 
porting. This, in turn, would depend upon the policy adopted by 
the management in identifying a profit centre. For example, some 
companies accept a manufacturing division as a separate profit 
centre, and for that matter, require a suitable transfer pricing 
policy. Some companies treat a product or product group as a 
profit centre, combining both manufacturing and marketing of the 
same. Some others adopt a matrix system under which both 
geographical or regional profit centres and product-group profit 
centres are established.' However, a few guidelines in respect of 
expense classification are briefly given below: 

(i) According to Antony and Deardon, for the purpose of 
profit centre reporting and effective control of profit centre opera- 
fions all the measurable inputs (that is, costs and expenses) should 
be classified into three categories, viz., engineered costs, managed 
costs and committed costs. 

. F * n S'™ered costs are those elements of costs for which the right 
or proper amount to be incurred can be estimated. Direct labour, 
airect matenal and perhaps most of the costs conventionally called 
variables can be treated as engineered costs. Managed costs (or 
n'sereitonary costs) represent those which management wants to 
ary within very wide limits. Research and development, advertise- 
f£ Counting and administration costs, staff fringe benefits 

5™ a ** et ?" ? a I under this category. Committed Costs are 
jnc«ethat are the inevitable consequences of past commitments. 

& executive salary even rent, etc., are examples of 

f £"®? tod costs - 11 “.only the managed cost that should be 

two ° f u a P r 0 ? 1 Centre head * since over the other 

two categories he has but little control, ait least in the short-run. 

variablifl nH*^w/» CaSeS ’ - COSb a J? d expenses are classified into fixed, 
132?“? evcn semi-variable. While such analysis may serve 

system! PUrpOSCS * 11 has Bnilted applicability in profit centre 
conSu^k^nerL^ 13 and CXpenses 88 controllable and non- 

analysis s^falhffor dii n n° re ap P ro ^ iate c than the fixed-variable 

y is, specially for the operation of profit centre control system 
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(iv) A combination of (i) (ii) (iii) may be attempted on the 
following lines: 

(a) Variable production cost f (almost the same as the en- 

( b ) Variable selling and dis--( gineered costs, according to 

tribution expenses Antony) 

(c) Fixed expenses subject to profit centre head’s control (most¬ 
ly managed costs or ’discretionary spending') 

( d ) Fixed expenses not subject to profit centre head’s control 
(primarily the committed costs). 

(e) Indirect overheads (e.g.. Head Office charges). 

In the concluding part of our discussion on profit centre con¬ 
cept, we may indicate some of its merits and advantages as also 
the limitations and pitfalls. Profit centre concept is a powerful 
tool in the area of performance evaluation and control. If pro¬ 
perly operated, it has the salutary effect of putting the manager 
in business for himself—a business in which he can earn a pro¬ 
fit. The important advantages of the concept are: 

(i) Profitability is the simplest way of analysing the effective¬ 
ness of a segment of a complex business. 

(ii) Managers understand pretty well what profit is and aggres¬ 
sive managers always welcome the opportunity of having 
their performance measured by the real entrepreneurial 

yardstick, i.e., profit. 

Simple, powerful and effective, profit centre system sounds like 
a panacea. Biit as with many a miracle drug, the side-effects 
of the medicine may be worse than the illness it is intended to 
cure! Profit centres bring about healthy (?) competition among 
managers. Up to a certain extent, such competition is welcome. 

But beyond that: 


(i) The competition may create ill-feeling and retard effective 

co-operation and co-ordination. . 

(ii) The enterprise goals and managers' individual goals may 
run at cross purposes to the detriment of the overal pe - 
formance and profitability of the business. This is called 
the problem of achieving goal congruence 

(iii) Long-term objectives of a business are hkely to be sacr 
ficed (because of little ‘spending on the future) at the 

altar of short-term profit motive. , . . 

(iv) The human side of the enterprise may be 

also its social obligations to some extent perhaps-due to 

passionate pursuit of the profit-mirage! 
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ENGINEERS AND MERCHANTS LIMITED 
(A Case Study on Profit Centre System) 

Engineers and Merchants Limited initiated about 5 years ago, 
chased implementation of the profit centre system. To start with, 
they established 4 geographical profit centres, viz.. Western Region. 
Northern Region. Eastern Region and Southern Region. Simul¬ 
taneously, the 100 odd major products the Company was dealing 
in (both their own manufactured products and agency products) 
were conveniently grouped into 6 product groups coded as 100, 
200, 300, 400, 500 and 600. 

Only about an year earlier, the Company had also started 
establishing profit centres in respect of each of these product 
groups, while maintaining the regional profit centres established 
earlier which were found to be working satisfactorily. 

There is an elaborately detailed system of regular analysis and 
reporting of performance in respect of the regional profit centres. 
However, in case of product group profit centres, the reporting 
is at present, restricted to only sales and gross margin stages, 
since the accounting system is not yet geared to provide further 
details of product group performance. 

Besides the same products covered under the profit centre system 
(both regional and product group-wise), the Company has several 
other lines of activities which have been left cut of the profit 
centre system. 

Last year, the management accounting department of the Com¬ 
pany introduced a more rational classification and grouping of 
expenses so that the profit centre performance could be judged at 
different levels and under various bases. The brief details of such 
classification of expenses are given below: 

h Variable selling and distribution expenses; Salaries and 
fringe benefits of the direct staff, advertising, travelling, godown 
and forwarding expenses, entertainment, etc., 

2. Fixed expenses subject to regional control: Salaries and 
fringe benefits of clerical staff, staff welfare, godown rent, con¬ 
veyance and motor vehicle expenses and sundry expenses. (This 
also includes financial charges as per 4 below). 

3. Fixed expenses not subject to regional control: Salaries 
and fringe benefits of officers and executives, rent rates and taxes, 
insurance, maintenance and depreciation. 

financial charges: This is levied on the profit centres on 
jne basis of the Company funds utilised by them for their opera- 

t 11 !' The raAes are different for stocks and outstandings. For 
stocks, the prevailing bank borrowing rate is applied each month, 
.or outstandings, however, besides the prevailing bank borrow¬ 
ing rate applicable to outstandings upto 3 months, there is a 
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provision for levying penal rate of interest at 3% for outstand¬ 
ings between 3 and 6 months and at 6% for outstandings more 
than 6 months old. (Financial Charges, after calculation in the 
above manner, are included under the fixed expenses subject to 
regional control, for the purpose of reporting.) 

5. Head office expenses: About 80 per cent of this is distri¬ 
buted among profit centres in the ratio of their net expenses 
which include 1, 2, and 3 above. The balance 20 per cent or 
so is apportioned on some other suitable basis. 

There are 4 exhibits showing analysis of performance for the 
full year 19x5, as follows (pp. 375-378): 

Exhibit I—Budget actual comparison of regional operations. 

Exh bit II—Profit centre performance analysis. 

Exhibit in—Ratio analysis. 

Exhibit IV—Product group-wise budget actual comparison. 

4. Appraisal and Control of Marketing Performance 

The results of business operations in general and marketing 
operations in particular are refleoted in the annual accounts 
after the close of the year. It might be seen at that time that 
the results do not meet the expectations or the desired level 
established at the beginning. But by then they become histori¬ 
cal —fait accompli! The results can, however, be favourably 
moulded through suitable control actions only if periodic reviews 
of performance are made. Thus the importance of performance 
evaluation and appraisal from time to time lies in the fact that: 

(i) adverse situations can be controlled, to some extent at 
least, before they get out of hand; 

(ii) uncontrollable adverse factors can be identified and quan¬ 
tified soon after these emerge; and 

(iii) some safety valves can be provided against the possibility 
of efforts slackening sometime or the other during the 
year. 

There are different modes of marketing performance analysis 
and appraisal for the purpose of effectively controlling the opera¬ 
tions. We have already discussed one such approach, viz., profit 
centre system. This is considered to be a more sophisticated 
approach. Besides this, there are two other widely used approa¬ 
ches, viz., 

(i) Sales analysis and sales variance analysis. 

(ii) Comparative analysis of performance of various marketing 
§ub-units vis-a-vis pre-established norms. 



BUDGET ACTUAL COMPARISON 

REGIONAL OPERATION — 19x5 (Figures in Rs. lakhs) 
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Net ProfitlLoss 165.98 232.48 44.54 70.04 53.08 43.40 17.35 24.58 51.01 94.46 

■% of Sales 4.2 5.7 3.5 5.2 5.2 4.8 2.4 3.8 5.3 8.3 


PROFIT CENTRE PERFORMANCE ANALYSIS 

4 Regions 
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Exhibit III 

RATIO ANALYSIS 



Details 

Western 

Region 

Northern 

Region 

Eastern 

Region 

Southern 

Region 

4 Region 
Total 

I. 

G.M ratio (%) 

14.7 

16.2 

20.9 

15.7 

16.3 

** 

F.V. ratio 

12.6 

13.1 

17.1 

13.6 

13.7 


(Contribution to sales) 

<%) 





3. 

Performance margin (•%) 10.1 

9.6 

11.7 

12.1 

10.8 

4. 

Regional margin (%) 

6.3 

6.2 

5.9 

9.3 

7.1 


Avg. working capital 







employed (Rs. lakhs) 






a. 

Inventory 

73 

66 

74 

51 

264 

b. 

Net outstandings s 

83 

103 

55 

35 

276 

a 

Avg. monthly expenses 

12 

10 

11 

8 

41 


TOTAL 

168 

179 

140 

94 

581 



5. 

Contribution on avg. 
working capital (%) 

102 

67 

80 

166 

96 

6. 

Net profit on avg. 
working capital (R.O.I.) 

42 

24 

18 

100 

40 

7. 

Components of R.O.I. 







i- Margin ratio (net 
profit to sales) (%) 

5.2 

4.7 

3.8 

8.2 

5.7 


u. Cap. turnover (times) 

8.1 

5.1 

4.7 

1272 

7.0 
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TOTAL 3967 585.8 14.8 4061 662.4 16.3 
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We will discuss the first one, viz., sales analysis and sales 
variance analysis in the next Chapter (Chapter 26). The em¬ 
phasis under the second one, viz., comparative analysis of per¬ 
formance, is on comparison—against various bases and norms 
including budgets. Under this method the data may be analysed 
and collated from different angles and the results matched on an 
overall basis. Here is a Case Study of this subject. 


INDUSTRIAL MARKETING LIMITED 
(A Case Study of Comparative Analysis of Performance) 

The company is engaged in distribution and sale of about a 
hundred products rationally grouped into five product groups, 
viz., PG1, PG2, PG3, PG4, and PG5. The marketing set-up of 
the company is as follows: 

• en V re sa ^ es territory is divided into four geographic regions, 
viz.. South, West, North and East. The number of branches 
under each such region is 2, 4. 1 and 3, respectively. There 
are four regional headquarters controlling the respective branches 
under ^each region. The head office of the company is located 

*? d thl . S office effects aI1 purchases and organises all 
dispatch of goods to the regional headquarters from time to 

to G the n JSr ° n , ly * i GW T abIcs containing figures relative 
accountan^of tEI' extracted an ? a "alysed by the management 

rtW* are FfSEm?* "" head ° ffice ' «"■ of 


Table I : Regional figures and the total figures for the 
T - , .. company as a whole. 

1 region S onI y reSPeCt ° f ' he branches under eastern 

Table II : Details in* respect of only product group 1 

analysed as to each region. 

intefriiTth ° f p ? rformance based on these Tables, 
emanating therefrom. C vanous conlro1 area s and control points 

fiuSg e in ff^ e blS5 d ** aWe t0 make such an a PPraisaI after 
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PERFORMANCE APPRAISAL : MARKETING CONTROL 

MONTH : M : 19X0 
Table I 


Figures : Rs. Lakhs 








Company 

Details 

South 

West 

North 

East 

Total 

norm 

1. Sales: Budgeted 

20 

50 

20 

30 

120 


Actual 

15 

40 

10 

35 

J00 


2. G.C* : Budgeted (25%) 

4 

12.5 

5 

7.5 

30 


Actual 

3 

10 

3 

7 

23 


3. G.C as percentage of Sales 






(Actual) 






25% 

4. Branches set-up cost 

1 

3 

1 

2 

7 


5. Branches contribution 

2 

7 

2 

5 

16 


6. Branches contribution as 







percentage of sales 






15% 

7. Regional set-up cost 

1 

3 

0.5 

2 

6.5 


8. Regional contribution 

9. Regional contribution as 

1 

4 

1.5 

3 

9.5 

10% 

percentage of sales 






No. of salesmen 

5 

12 

5 

8 

30 


G.C. per salesman 






0.80 

Average branch contribution 
per salesman 


* 




1 i 4 

Average regional contribution 
per salesman 

Average working capital (W|C) 
employed 

5 

30 

15 

20 

70 

• • 

Reg. contribution as percentage 
(W|C) employed 

of 





15% 


* G.C. means gross contribution 
( = Sales—variable cost of sales) 
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REGION: EASTERN Figures : Rs. Lakhs 


— 

Details 

B1 

B2 

B3 

Total 

1 . 

Sales: Budgeted 

12 

11 

7 

• 


Actual 

13 

12 

10 


2. 

G.C: Budgeted (25%) 

3 

2.5 

1.75 



Actual 

3.25 

1-85 

1.90 


3. 

G.C. as percentage on sales 






(Actual) 




20% 

4. 

Branches set-up cost 

TOO 

0.50 

0.50 


5. 

Branches contribution 

2.25 

1.35 

1.40 


6. 

Branches contribution as 






percentage of sales 




14% 

7. 

Number of salesmen 

3 

3 

2 

8% 

8. 

G.C. per salesman 




0.88 

9. 

Average branch contribution 






per salesman 




0.63 


Table 



Figures : 

Rs. Lakhs 


Details PGI PG2 PG3 PG4 PG5 Total Company 


norms 


1. 

Sales: 

Budgeted 

40 

30 

20 

20 

10 

120 



Actual 

35 

20 

25 

10 

10 

100 


2. 

G.C.: 

Budgeted 

12 

7.5 

4 

4 

2.5 

30 




(30%) 

(25%) 

(20%) 

(25%) 

(25%) 

(25%) 



Actual 

9 

6 

4 

2 

2 

23 


3. 

G.C. as per¬ 
centage of 
sales actual 






25% 

25% 

4. 

No of sales- 
• 









men 

10 

6 

5 

5 

4 

30 


5. 

G.C. per 
salesman 






0.77 

0.88 

6. 

Average work¬ 
ing capital 



• •• / • 






employed 

25 

15 

20 

5 

5 

70 


7. 

Do as percent¬ 







# 


age of sales 






70% 

50% 

8. 

G.C. as per¬ 
centage of 
working 
capital 






33% 

40% 



582 
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Table III 


Figures: Rs.|lakhs 



Details 

S 

W 

N 

E 

Total 

Company 

norms 

1. 

Sales: Budgeted 

8 

15 

5 

12 

40 



Actual 

5 

14 

6 

10 

35 


2. 

G.C.: Budgeted 

2.4 

4.5 

1.5 

36 

12 



Actual 

2.0 

2.8 

1.6 

2.7 

9 








25.7% 

30% 

3. 

No. of salesmen 

2 

3 

1 

2 

8 


4. 

Average W|C employed 

• 

5 

12 

5 

8 

30 


5. 

G.C. as percentage of sales 




86% 

50% 

6. 

G.C. as percentage of W|C 





40% 
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SALES ANALYSIS AND SALES VARIANCE 

ANALYSIS 

I. Introduction; 2. Selling and Distribution Cost Analysis; 

3. Sales Variance Analysis; 4. Uses and Misuses of Sales 
Variance Analysis 


1. Introduction 

We have explained in Chapter 8 (Basic Cost Concepts) the 
meaning and importance of seliing and distribution overheads. 
We have also mentioned the different methods or bases of sales 
analysis to suit the diverse purposes of control and decision¬ 
making. In this Chapter we will elaborate this concept, indicate 
the various bases of allocation and apportionment of selling and 
distribution expenses and finally illustrate the techniques of analy¬ 
sis of variances between budgeted sales and actual sales, from 
various angles. All these will be oriented towards control of 
selling activities and expenses connected with the same. Inciden¬ 
tally, we may recall what we have stated in the previous Chapter: 
sate analysis and sales variance analysis are commonly used 
techniques of marketing control—control exercised through com¬ 
parison and application of the principle of exception. 

2. Selling and Distribution Cost Analysis 

«• j cost analysis is important for both cost 

finding and cost control. For the purpose of cost finding selling 
and distribution expenses should be grouped into two categorte, 

(i) the direct expenses. which can be allocated to functions. 

areas, division, product groups or products, salesmen, etc;’ 
(ii) the indirect or general selling and distribution expensed 
which cannot be so allocated and should therefore be ap¬ 
portioned on some suitable basis. Some of the commonly 
used bases of apportionment (when direct allocation is not 
' possible) are given below: 
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Expenses 

(1) Salesmen’s compensation 
and commission 

(2) Transportation 

(3) Warehousing and storage 

(4) Advertising and sales 
promotion 

(5) Credit and collections 

(6) General accounting 


Possible Bases of Apportion¬ 
ment 

Gross sales value of various 
products or number of sales¬ 
men’s calls on customers. 

Weight of packages, distance, 
a combination of both weight 
and distance or number of 
packages. 

Area occupied, size, weight, 
number of products or sales 
volume. 

Sales turnover or number of 
units sold. 

Number of invoices or num¬ 
ber of orders. 

Number of transactions, 
number of invoices or num¬ 
ber of orders. 


Let us take an illustration on this subject of allocation and 
apportionment. 

Illustration—Selling and Distribution Cost Anal>sis 

The company markets a single product in three sizes A, B, 
and C. Based on the following data we have to prepare a state¬ 
ment of product-wise selling and distribution cost and arrive at 
the total selling and distribution cost in each case as ( a ) per unit 
sold and ( b ) percentage of sales value. 

Expenses Amount Bases of 

r S ' A pportionment 


Sales salaries 
Sales commission 
Sales office expenses 
Advertising: Specific 

Genetal 

Packing 

Warehouse expenses 
Delivery expenses 
Credit collection expenses 


20.0C0 

Direct charge 

60,000 

Sales turnover 

20,960 

Number of orders 

2,20,000 

Direct charge 

50,000 

Sales turnover 

10,000 

Size of product 

30,000 

»» 

40,000 

99 

12,960 

Number of orders 
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Data relating to the three sizes are as follows: 



iotal 

Size 

Size 

Size 



A 

B 

C 

No. of salesmen (all are 





paid same salary) 

20 

8 

10 

2 

Number of orders 

1,600 

700 

800 

100 

% of specific advertising 

too 

30 

40 

30 

Number of units sold 

8.240 

3,440 

3,200 

1,600 

Capacity in cubic ft. per unit 


5 

8 

17 

Sales turnover (Rs.) 

20 , 00,000 

5,80.000 

8 . 00,000 

6 , 20,000 


Statement of Productwise Selling and Distribution Cost 


Items of 
expenses 


Basis of all oca-_ Production Sizes 

tion/apportion- Total ABC 


ment 


Rs. Rs. Rs. Rs. 


Sales salaries 

No. of salesmen 

20,000 

8,000 

10,000 

2,000 

Sales Commission 

3% of sales 

60,000 

17.400 

24,000 

18,600 

Sales Office Ex- 

penses 

No. of orders 

20,960 

9-170 

10.480 

1,310 

Advertising: 

Specific 

Direct (3:4:3) 

2 , 20,000 

66,000 

88,000 

66.000 

General 

Sales Value 

50.0CO 

14,500 

20,000 

15.COO 

Packing 

Cubic capacity 
of units sold 
(17,200: 25,600: 
27,200) 

10.000 

2,457 

3.677 

3.886 

Warehouse expenses „ 

30,000 

7,371 

10,971 

11,658 

Delivery expenses 

*» 

40,000 

9,829 

14,628 

15.543 

Credit collection 

No. of orders 

12,960 

5,670 

6.480 

810 

Total 


4,63,920 

1,40,397 

1,88,216 

1,35,307 




Total 


A 


B 


C 

Units 

sold 

8,240 


3,440 


3,200 


1,600 

Cost 

per unit sold 

Rs. 56.1 

Rs. 

40 8 

Rs. 

58.8 

Rs. 

84.6 

Sales 

value (’ 000 s) 

Rs. 2000 

Rs. 

580 

Rs. 

800 

Rs. 

620 


Cost as percentage 
of sales value 


23.2% 


24 2% 


23.5% 


21 8 % 


336 


marketing control 


Notes: 

1. Total sales commission : Rs. 60,000 

Total sales : Rs. 20,00,000 

: 60,000 

Per cent of sales = - x 100 = 3% 

20 , 00.000 

2. Cubic Capacity of units sold: 

A: 3,440 x 5 = 17,200 

B: 3.200 x 8 = 25,600 
C: 1,600 xl7 = 27,200 


70,000 


3. Sales Variance Analysis 

The technique of variance analysis of standard costing can be 
used very effectively for the purpose of sales variance analysis 
which in turn could be used to locate precisely the reasons for 
divergence between budgeted or expected results and actual re¬ 
sults. Proper analysis of such reasons will help initiate suitable 
control actions as well. 

Sales variances can be calculated in two ways, viz., 

A. The value method: This will show the variances in terms 
of sales value. Total sales value variance may first be analysed 
into price variance and volume variance and then volume variance 
may be further analysed into quantity variance and mix variance. 

B. The profit method: Under this method variances are shown 
in terms of their effect on profit (or gross margin or contribution). 
This is a more improved method than the former These variances 
are also called margin variances and the mode of their calculation 
and analysis would be the same as under (A) above, with the only 
difference that here sales value would be replaced by profit in each 


case. 


Let us take two illustrations to explain sales variance analysis 

under both these methods. . _ , 

Illustration 1—Sales Variance Analysis— The Value Method 

The budgeted and actual sales of DC-P Ltd. for the year 19X1 are as 

follows: 


Product 

D 

C 

P 



Budget 



Actual 

— 

Quan¬ 

tity 

1,000 

600 

1,250 

Price 

Rs. 

1.000 

5,000 

800 

Amount 

Rs.- 

10 ,00,000 

30,00,000 

10 ,00,000 

Quan¬ 

tity 

1,200 

500 

1,000 

Price 

Rs. 

980 

5,100 

800 

Amount 

Rs. 

11,76,000 

25,50.000 

8 ,00,000 

2,850 


50,00,000 

2,700 


45,26,000 
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Required : Detailed analysis of sales variances: 

(i) Sales value variance: (i.c. Total sales variance) 

50,00,000 ~ 45,26,000 = 4.74.000(A) 

(ii) Sales price variance: Act Qnty. x (Std. Price Act Price) 

D: 1200 (1000-v. 980) = 24,000 (A) 

C: 500 ( 5000 —- 5100) = 50,000 (F) 

P: 1000 ( 800^, 800) = 

-Rs. 26,000 (F) 

(iii) Sales volume variance: Std. Price x (Std. Qty. Act. Qty.) 


D: 

1000 

(1000 

~ 1200) 

= 2,00.000 (F) 


C: 

5000 

( 600 

500) 

= 5,00,000 (A) 


P: 

800 

(1250 

1000 ) 

= 2.00,000 (A) 






- Rs. 

5,00.000 (A) 


check (ii) 

+ (iii) 

= Rs. 4,74,000 

(A) = (i) 


(iii/a) Sales mix variance: Std. Price x (Std. Act Qnty. Act. Qnty.) 
Standard actual quantity = 


Act. Total Sales (Units) 


Std 

Qnty x- 

Std. Total Sales 

(Units) 

D: 

2700 
1000 x - 

= 950 

• 

C: 

2850 
2700 
600 x - 

= 570 


P: 

2850 
2700 
1250 x - 

= 1180 


D: 

2850 

1000 ( 950 ^ 

1200 ) = 

2,50,000 (F) 

C: 

5000 ( 570 ^ 

500) = 

3,50,000 (A) 

P: 

800 (1180 

1000 ) = 

1,44,000 (A) 


Total 


2,44,000 (A) 


(iii/b) Sales quantity variance: 

Std. price x (Std. Act. Quty. ^ Std Quty.) 
D: 1000 ( 950 ~ 1000) = 50,000 (A) 
C: 5000 ( 570 ~ 600) = 1,50,000 (A) 
P: 800 (1180-v, 1250) = 56,000 (A) 


Total 2,56,000 (A) 

Check (iii/a) + (iii/b) = (iii) 

2,44,000 (A) + 2,56,000 (A) = 5,00,000 (A) 
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Illustration 2—Sales Variance Analysis—The Profit Method 


Household Products Ltd. had budgeted 
19X8 

the following 

Sales 

for 

March 

Product A 

900 units 

@ 

Rs. 

50 

per 

unit 



Product B 

650 units 

@ 

Rs. 

100 

per 

unit 



Product C 

1,200 units 

@ 

Rs. 

75 

per 

unit 



As against this, 

the actual sales 

were: 






Product A 

1,000 units 

@ 

Rs. 

55 

per 

unit 



Product B 

700 units 

@ 

Rs. 

95 

per 

unit 



Product C 

1,100 units 

@ 

Rs. 

78 

per 

unit 



The marginal cost 

of sales per unit 

of A, B 

and 

C was Rs. 

45, 

Rs. 85 


and Rs. 65 respectively 

We have to compute the different variances to explain the difference 
between the budgeted and actual profit. 


To start with, the following figures are necessary: 


1. Budgeted contribution 

2. Actual contribution 

3. Standard contribution 

4. Revised standard contribution 

Budgeted selling price (Rs.) 
Budgeted marginal cost (Rs.) 

Contribution per unit 

Per cent contribution 

Actual selling price (Rs.) 
Budgeted cost (Rs.) 

Actual Contribution per unit 


A 

B 

C 

50 

100 

75 

45 

85 

65 

5 

15 

10 

10 % 

15% 

13 113% 

55 

95 

78 

45 

85 

65 

10 

10 

13 


Standard and revised standard contribution can be arrived at ^ apply¬ 
ing the budgeted contribution percentage on standard and revised 
dard sales. Hence, it is necessary to ascertain these two: 
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Budgeted Sales 


Product 

Units 

Price 


Value 

Ratio 


Rs. 


Rs. 

% 

A 

900 

50 


45,000 

22.5 

B 

650 

100 


65,000 

32.5- 

C 

1,200 

75 


90,000 

45.0 

Total 

2,750 



2 ,00,000 

100.0 


Standard Sales 



Revised Standard Sales 



« 

■o 

-o 

_ "O 

o 

o 

■g 

£ 

Actual 

Qty. 

Standar 

price 

Rs. 

o 

2. £ 
a & 

> 

Standar 

Sales 

(Total 

Rs. 

Budget' 

ratio 

% 

Rcvisec 

standar 

sales 

Rs. 

A 

1,000 50 

50,000 

2,02,500 22.5 

45,562 

B 

700 100 

70,000 


32.5 

65,813 

C 

1,100 75 

82,500 


45.0 

91,125 


2,800 

2,02,500 



2,02,500 


Statement of Comparative Contribution 


tJ 

■4-^ 



•E 


1 

o 

f i 



•1 - 

o> ca 
,S2 *0 
> c 

O C3 

(U 

CQ 

< 


55 

OS 

A 

4,500 

10,000 


5,000 

4,556 

B 

9,750 

7,000 


10,500 

9,872 

C 

12,000 

14,300 


11,000 

12,150 

Total 

26,250 

31,300 


26,500 

26,578 

Calculation (Product A) 





1 . 

Budgeted contribution 

: 10% 

of 

budgeted sales 


| 


10 % 

of 

Rs. 45,000 = 

Rs. 4,500 

2. 

Actual contribution : 

Actual Quantity x Actual Profit per 



unit 






1,000 

X 

Rs. 10 = Rs. 

10,000 

3. 

Standard contribution: 

10 % 

of 

standard sales 




10 % 

of 

Rs. 50,000 = 

Rs. 5,000 

4. 

Revised standard contri- 



V 

bution : 

10 % 

of 

revised standard sales 



10 % 

of 

Rs. 45,562 = 

Rs. 4,556 



(Approx.) 

Similar calculations are made for B and C. 
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Calculation of Variances 


1. Total sales margin 

variance: 

Actual 

contribution 

~ Budgeted 

contri- 

but ion. 








Rs. 


Rs. 


Rs. 


A 

10,000 


4,500 

= 

5,500 (F) 


B 

7,000 


9,750 

-! 

2,750 (A) 


C 

14,300 


12,000 

= 

2,300 (F) 


Total 

31,300 


26,250 

— 

5,050 (F) 


(a) Sales margin variance due 

to selling price: Actual contribution— 

standard contribution. 







Rs. 


Rs. 


Rs. 


A 

10,000 


5,000 

— 

5,000 (F) 


B 

7,000 


10,500 

— 

3,500 (A) 


C 

14,300 


11,000 

— 

3,300 (F) 


Total 

31,300 


26,500 

— 

4,800 (F) 


( b ) Sales margin variance due to volume: 

Standard contribution— 

Budgeted contribution. 







Rs. 


Rs. 


Rs. 


A 

5,000 


4,500 

— 

500 (F) 


B 

10,500 


9,750 

— 

750 (F) 


C 

11,000 


12,000 


1,000 (A) 


Total 

26,500 


26,250 

— 

250 (F) 


Sales margin variance due to 

volume 

as per 

(6) i 

above can be 

further 

analysed as follows: 







(i) Sales margin variance due 

to quantity: (Revised standard contribu- 

tion ~ Budgeted 

contribution) 






Rs. 


Rs. 


Rs. 


A 

4,556 


4,500 

___ 

56 (F) 


B 

9,872 

/V/ 

9,750 

— 

122 (F) 


C 

12,150 


12,000 

— 

150 (F) 


Total 

26,578 


26,250 

— 

328 (F) 
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(jj) Sales margin variance due to sales quantities (mixture) : Standard 
Contribution^ (Revised standard contribution) 




Rs. 

Rs. 

Rs. 



A 

5,000 ~ 

5,556 = 

444 (F) 



B 

10,500 ~ 

9.872 = 

628 (F) 



C 

11,000 ~ 

12,150 = 

1,150 (A) 



Total 

26,500 ~ 

26,578 = 

78 (A) 



Profit and Loss 

Statement 





A 

B 

C 

Total 



Rs. 

Rs. 

Rs. 

Rs 

1 . 

Budgeted sales 

Less: Budgeted mar¬ 

45,000 

65,000 

90,000 

2 ,00,000 


ginal cost of 
6 ales 

40,500 

55,250 

78,000 

1,73.750 

2 . 

Budgeted contribu¬ 
tion 

4,500 

9,750 

12,000 

26,250 

3. 

Variances 


• 




Sales quantity 

56 

122 

150 

328 


Sales mix 

444 

628 

(1,150) 

(78) 



500 

750 

(1,000) 

250 

4. 

Standard contribu¬ 
tion on sales • 
(2+3) 

5,000 

10,500 

11,000 

26,500 

5. 

Sales price variance 

5,000 

(3,500) 

3,300 

4.800 

6 . 

Actual contri¬ 
bution 

10,000 

7,000 

14,300 

31,300 


Note; ( ) indicates unfavourable or adverse variances 
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4. Uses and M'suses of Sales Variance Analysis 

In Chapter 8, while discussing standard costing technique we 
have indicated some uses and limitations of standard costing’and 
variance analysis in general. The observations made theie 
are by and large valid in case of sales variance analysis also. 
The following additional observations may be made in this con¬ 
nection: 

(i) Sales variance analysis, or for that matter any variance 
analysis, should not be considered as an end in itself—this is only 
the means to achieve certain ends. This important aspect is often 
unfortunately lost sight of. 

(ii) Sales variance analysis is to some extent a mechanical 
exercise and should be done either by or with the help of the 
accounting, to be precise, management accounting staff. But 
what follows at the next stage is much more important than 
the mechanical exercise and should be done by the operating 
people, the marketing and selling staff. This is what we may call 
analysis of the reasons of variance, especially the unfavourable 
ones. Unless this is done, the mechanical variance analysis will 
be iust a wasteful exercise. 

(iii) While analysing the reasons for variances an attempt 
should be made to classify all the reasons into controllable and 
uncontrollable categories. Thereafter, an attempt should be made 
to quantify each reason, at least the major ones, under each cate¬ 
gory. In this exercise of quantification, it may be necessary to 
make use of the expertise of the management accounting staff. 

(iv) Only after such quantification of the various reasons of 
sales variances is made can suitable control actions be initiated. 
Such control actions should primarily be aimed at attacking the 
controllable variances. But the uncontrollable variances should 
not be completely ignored, since their adverse effect on a long¬ 
term basis will have to be eliminated, as far as practicable, by 
tactical and strategic action plans. 

(v) Executives—and marketing and sales executives are no 
exceptions—are found to be a little sensitive to variances, specially 
adverse variances. An atmosphere of mutual faith and confidence 
has to be created whereby executives will look upon variances not 
as means of fault finding but as divergence between actual and 
expected performances, so that genuine efforts in a co-ordinated 
manner can be initiated to correct any adverse divergence. Any 
variance analysis should have as its focal point not the man but 
his performance. Such analysis should be always objective—never 
to be vitiated by personal equation or subjective value judgement. 
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PRODUCT LINE PROFITABILITY ANALYSIS 


1. Introduction; 2. Product Line Accounting; 3. Division-wise 
and Product-wise Profitability Analysis; 4. Uses and Misuses 
of Profitability Analysis 


1. Introduction 

Profitability analysis is of different types. Since net profit is the 
simplest and the most easily understood criterion of performance, 
often it is necessary to arrive at, through preparation of compa¬ 
rative profit and loss statements, product or product line-wise, terri¬ 
tory-wise, or even salesman-wise net profit figures. In preparing 
such statements management accounting tools and technique are 
being increasingly used. SpeciaUy. the technique of analysis ot 
selling and distribution costs (already illustrated in Chapter 26) is 
of great use in any such profitability analysis. 

Profitability analysis of divisions or product lines or products is 
relatively simple in case of small or medium sized marketing or¬ 
ganisations handling a few divisions and operating through a few 
selling establishments. But in case of a multi-product multi- 
market marketing organisation with highly diversified product 
S operating through multiple selling and distribution 
establishments, division-wise and product-wise profitability analv- 
sis becomes a very complicated exercise. And in such cases, 

Qh.Ulf Ute I» ,S made use of- This re< I ui res a detailed systems 

®X y . !and su ‘ tab,e Programming to get realistic performance re¬ 
sults in the form of profits. 

Through various illustrations we will explain in this Chantei 
such varied types of profitability analysis. P 

- Product Line Accounting 

_Jy e a ^ e here five illustrations of varied types to show 

vfew ar l aIysis under Product line accounting with a 

view to meeting diverse purposes. 

Illustration 1: 

A^B^and and distribution 

doss) figured A> B ’ d C and arnve at Product-wise profit 
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The income statement of the company for the past year is as 
follows: 

Sales 5,20,000 

Cost of goods sold 2,50,000 


Gross profit on sales 


2,70,000 


Selling and distribution costs: 

Salesmen's salaries 
Salesmen’s commissions 
Sales office expenses 
Advertising 
Warehouse 

Packing and shipping 
Transportation and delivery 
Credit and collection 
Bad debts 

Total 

General and administrative 
expenses 

Net profit 


Rs. 

24.500 

27.500 
14,800 
65.000 

4,500 

5.600 

8,400 

4,100 

9,410 


1,63,810 

41,250 2,05,060 


64,940 


Additional information 


Sales (Rs.) 

Product A 

1 ,20,000 

Product B Product C 

1,50,000 2,50,000 

Cost of goods sold (Rs.) 

55.000 

70,000 

1,25,000 

Salesmen’s salaries (Rs.) 

8,000 

7,000 

9,500 

Salesmen’s commissions (Rs.) 

11,000 

6,000 

10,500 

Advertising (%) 

20 

20 

.60 

11 3 

Warehouse space occupied 

11 3 

113 

Invoice lines (packing and shipping) 

1,500 

2,500 

3,000 

Transportation and delivery (lbs) 

5,500 

6,000 

8,500 

Average number of customers’ ac¬ 
counts outstanding 

15,000 

35,000 

50,000 

1.7% 

Accounts receivable uncollectable 

1 .8% 

1.5% 

Sales office expenses: Allocated in the same 

ratio as 

packing and 


Sh General and administrative expenses: Allocated on the basis of sales. 
Required : A comparative product-wise Profit & Loss Statement. 
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Net profit (3—4) 64,940 11,297 26,537 27,106 
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Illustration 2 

A company manufactures and markets radios, electric fans, 
and electric heaters, which arc distributed in three main terri¬ 
tories—Calcutta, Bombay, and Madras. The sales in Delhi region 
are controlled by the Calcutta head office. The analysis of sales 
for the month of June 19X8 is as follows: 


U-* <s> 

° u 

3 

3 5. 

Territory 1 
Calcutta 

Rs. 

Territory 2 
Bombay 

Rs. 

Territory 3 
Madras 

Rs. 

Total 

Rs. 

Radios 

120,000 

200,000 

50,000 

370.000 

Fans 

60.000 

40,000 

20,000 

120.000 

Heaters 

20,000 

10,000 

5.000 

35,COO 

Total 

200,000 

250,000 

75,000 

525,CCO 


The gross profit based on analysis of pricing is estimated to be 25 per 

cent of sales for radios, 40 per cent of sales for fans and 30 per cent of 
sales for heaters 


The direct selling 

costs 

during the 

month 

arc 

tabulated as 

under 


Selling costs directly 
chargeable 

Territory 

.2 

-a c 

c3 ,c3 

1 

£ 

a* 

aj 

o 

X 

Territory 

o 

~ CO 

13 c 

& iu 

2 

V) 

fc* 

o 

03 

o 

X 

Territory 

o 

•— CO 

13 c 

03 CJ 

cc u. 

3 

2 

o 

<3 

U 

X 

Advertising through 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Rs 

• 

newspaper 

5000 

1000 

2000 

10000 

4000 

2000 

5C00 

1000 

1000 

Advertising through 

cinema 

3000 

500 

500 

2000 

1000 

1000 

500 

200 

200 

Salesmen’s com- 

mission 

6000 

3000 

1000 

10000 

2000 

500 

2500 

1000 

250 

Telephone 

300 

100 

100 

500 

100 

100 

100 

ICO 

150 

Entertainment 

4000 

1000 

2000 

5000 

1000 

1500 

1000 

500 

500 

16300 

5600 

5600 

27500 

8100 

5100 

9100 

28CO 2100 
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Indirect selling costs 


Basis of disUribution 


Executive office Rs. 12,000 ) 

Service Dept costs 15,000 ) 

Other sales promotion 
expenses 25,000 

Required: 


Equally among territories 
and lines of products 

Ratio of actual sales 


Comparative Profit and Loss Statements for each territory and for each 
line of product. 


I. DIRECT SELLING COST ANALYSIS 


Products 


Tx 

t 2 

T 

1 3 

Total 



Rs. 

Rs. 

Rs. 

Rs. 

Radios 


16,300 

27,500 

9,100 

52,900 

Fans 


5,600 

8,100 

2,800 

16,500 

Heaters 


5,600 

5,100 

2,100 

12,800 

Total 


27,500 

40,700 

14,000 

82,200 

n. INDIRECT SELLING COST ANALYSIS 

Territories 


Tx 

t 2 

t 3 

Total 



Rs. 

Rs. 

Rs. 

Rs. 

Executive 

office and ser- 





vice dept. 

costs 

9,000 

9,000 

9,000 

27,000 

Other sales promotion 





expenses: 
Radios 
Fans 
Heaters 





17,630 

5,710 

1,660 



9.500 

11,920 

3,580 

25,000 


Total 

18,500 

20,920 

12,580 

52,000 


Notes: (i) indirect selling costs to be assigned equally among territo¬ 

ries and lines of products Rs. 12,000 

15,000 


27,000 


(ii) The indirect sales promotion expenses of each product in 
each territory are not calculated, since, in the problem, 

only totals are required. 




PRODUCT LINE PROFITABILITY ANALYSIS 



III. TERRITORYAVISE PROFIT & LOSS STATEMENT 



Territory 1 
Rs. 

Territory 

Rs. 

2 Territory 3 

Rs. 

Total 

Rs. 

Sales 

200.000 

250,000 

75.000 

525,000 

Gross profit: 

25% on radios 

50,000 

50,000 

12.500 

92,500 

40% on fans 

24,000 

16,000 

8,000 

48,000 

80% on heaters 

6.000 

3.000 

1,500 

10,500 

Total 

80,000 

69,000 

22.000 

1,51,000 

Less direct selling costs 

27,500 

40,700 

14,000 

82,200 

Less indirect selling costs 

18,500 

20,920 

12,580 

52,000 

Net profit (loss) 

14,000 

7,380 

(4,580) 

16.800 

IV. PRODUCTWISE PROFIT 

& LOSS 

STATEMENT 


Radios 

Fans 

Heaters 



Rs. 

Rs. 

Rs. 

Rs. 

Sales 

370,000 

120,000 

35,000 

525,000 

Gross profit 

92,500 

48,000 

10,500 

151,000 

Less direct selling costs 

52,900 

16,500 

12,800 

82,200 

Less indirect selling cos'.s 

. 26,630 

14,710 

10,660 

52,000 

Net profit (loss) 

12,970 

16,790 

(12,960) 

16.8C0 


Illustration 3: 


A decision is to be taken relating to the possible introduction 
of a new product. There are three basic design versions of this 
product, aimed at different sections of the consumer market. 
Lhe relevant figures are as follows: 


Variable cost (per unit): 


Materials 

Labour 

Variable overheads 


Model I 

Rs. 

1.54 

1.06 

0.40 


3.00 


4.25 


Model H 

Rs. 

1.22 

0.95 

0.33 


2.50 


3.50 


Model m 

Rs. 

0.86 

0.58 

0.31 


1.75 


2.50 


Selling price (per unit) 
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Expected sales volume 
Per months (units) 

Capital expenditure before 
production can commence 
(financed by bank overdraft 
@ 15 % interest per annum) 

Fixed overheads per month 
attributable to new models 
including depreciation on 
capital expenditure, but 
excluding interest 


800 200 


Rs. 800 Rs. 3000 


Rs. 280 Rs. 850 


4000 


Rs. 4000 


Rs. 1100 


You are required to prepare a Schedule of relative profitability 
showing, for each model, the figures making up expected total 
cost per unit, the expected net profit per unit, and the percentage 
of net profit to selling price at the expected sales volume. 


Solution 


PROFITABILITY STATEMEN1 


Expected 
monthly sales 
volume 

MODEL I 

MODEL II 

MODEL m 

800 

Units 

2,000 

Units 

4.000 

Units 

Expenses 

Total 

Cost 

per Unit 

Total , 

Cost 

per Unit 

Total 

Cost 
per Unit 


Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Variable costs 
Materials 

1232 

1.54 

2440 

1.22 

3440 

0.86 

Labour 

848 

1.06 

1900 

0.95 

2320 

0.58 

Variable 

overheads 

320 

0.40 

660 

0.33 

1240 

0.31 

Total variable 

cost 

2400 

3.00 

5000 

1.50 

7000 

1.75 

Sales 

3400 

4.25 

7000 

3.50 

10000 

2.50 

Contribution 
to fixed over¬ 
heads 

1000 

1.25 

2000 

2.00 

3000 

0.75 

Fixed over¬ 
heads 

280 

0.35 

850 

0.42 

1100 

0.27 

Interest on bank 
overdraft 

120 

0.05 

450 

0.07 

600 

0.05 


Total fixed 
overhead 
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400 0.40 1300 0 49 1700 0 32 


Net profit 600 0.85 700 1.51 1300 0.43 

Percentage of 
net profit to 
selling price 
(per cent 
margin 

saIe ) 1767?- 10.0% 13.0% 

Illustration 4: 

The directors of Basu Chatterjee Industries have sought your 

help on costing and the type of information reporting system 

they should have in the following circumstances: 

(1) The company comprises a head office at Bhopal and two 

production centres, one in western India and the other in southern 

1116 “d office expanses for the year ended 31st Decembci 
19X9 are as follows. 

Marketing expenses (including advertising) 1,00,000 

General administration and finance expenses 75,000 

Production expenses (certain technical services) 10,000 


1,85,000 


, (3 , Tb e w «« er n production centre makes two products A 
(winch is made only at the centre) and D (which is made also 

urvo em * ^ Its resu,ts for the year ended 31st December 
19X9 are as follows: 


Product A 

Rs. 

3,20,000 
1,50.000 


Product D 

Rs. 

1.80,000 
1 . 20,000 


Total 

Rs. 

5.00,000 

2,70,000 


Sales 

Standard cost of sales 
Production cost variances 

20,000 10,000 

Production overhead (fixed) - _ uu ,^ 

sotithem India production centre makes three pro- 
J r’. 8, p (which are made only at the centre) and D (which 
are asf “* Western India >- Its results for the same period 


30,000 

60,000 


Sales 

Standard cost of sales 
Production cost variances 
(gain) 

Production overhead 
(fixed) 


Product B Product C Product D Total 


2,10,000 

1,80,000 

3,50,000 

2,50.000 

75,000 

55,000 

6,35.000 

4,85,000 

10,000 

15,000 

5,000 

30,000 

— 

— 

— 

1,00,000 
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You are required to prepare a statement of operations show¬ 
ing profitability by product for Basu Chatterjee Industries for 
the year ended 31st December 19X9. in the form which you 
consider most informative for the directors to enhance control 
(not for pricing purposes) and on the lines of which, for example, 
you recommend that monthly reports should be prepared. 

Illustration 5: 

A warehousing concern proposes to purchase electric high-lift 
trucks and auxiliary equipment to replace hand trucks used 
now. The new trucks would necessitate additional capital ex¬ 
penditure for buildings and fittings. The following appeared 
in last year’s Profit and Loss Account. 

x* J Rs - Rs 

Management and 

.., cle, ! ical 32.000 Space rentals 2,50,000 

Warehouse wages cost 1.04.000 

Rates and licence cost 18,000 

Power, light, and 
water cost 1 5,000 

Insurance cost 7,000 

Maintenance cost 3 000 

Depreciation: 

Building 10,000 

Hand trucks (final) 2,000 


1 . 91.000 


2,50,000 


Proposed new expenditures- 

Budding 'soZ TP' rcsidual v n a,ue Rs ' 10 - 000 - 

6 ana nuings, Ks. 50,000 to be written oft over 20 years. 

Estimated increased operating cost: 

War^ mCnt and cIerical: estimated increase 10 per cent 
pWjreh° USe wages: estimated increase 25 per cenf ‘ 

Insurance * ? s ' 

Maintenance .. & ^ 

so pta^ cent. income * of available facilities for renting 

cem wilfbe m ^iWe at “ ° Vera " " dueUon of char 8es of 50 per 

pr^rprofit a and e te 0 ™,b? h n : f ° re c cast comparing the 

when the scheme isTn pr ° fit and loss 
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COMPARATIVE PROFIT AND LOSS ACCOUNT 


1 

o 

Management and 

clerical cost 32,000 35,200 Space 2,50,000 3,75,000 

rental (A) 

Warehouse cost 1,04,0001,30,000 

Rates & 

licence cost 18.000 18,000 

Power, light and 

water cost 15,000 18,000 

Insurance cost 7,000 9,000 

Maintenance cost 3.000 3.500 

Depreciation: 

Buildings 10,000 12,500 

(B> 

Hand truck (final) 2,000 
Electric high lift 

truck 5,000 

(C) 

Profit 59,000 1,43,800 


50 

Workings (A): (2,50,000 X -) + 2,50,000 

100 

= 1,25,000 + 2,50,000 = Rs. 3,75,000 
50,000 

( B) -- = 2.500; 10,000 + 2,500 = 12,500 

20 

(Q 60,000 
— 10,000 50,000 

- - = 5,000 

50,000 10 

3. Division-wise and. Product-wise Profitability Analysis 

As stated earlier division-wise and product-wise profitability 
analysis would be more complicated than in the Illustrations given 
above for large companies having diversified product range 
operating through a large number of sales and distribution set-ups. 
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We wiJl discuss here a real life case dealing with the introduction 
of a computerised division-wise and product-wise profitability 
analysis in case of one such big company. 


MULTI-PRODUCT MULTI-MARKET LTD. 

(A Case Study on Computerised Profitability Analysis) 

Brief background of the company: The company has 12 
marketing divisions which handle a wide range of industrial 
products and services. Division Nos. 1 to 7 market their products 
through 4 regional headquarters situated in Bombay, Delhi, 
Culcutta and Madras, which in turn have under their control 21 
branches (4 to 5 branches under each region), scattered through¬ 
out India. For a pretty long time the regions were considered 
as profit centres. But recently the primary profit centres have 
been shifted from regions to divisions and each division has been 
under the charge of a general manager who operates from the 
headquarters, at Bombay. However, the regional and branch set¬ 
ups are still being used to ensure prompt and efficient sales and 
services. In addition, to watch the geographical growth prospects 
and problems, the company continues to treat the regions as 
secondary profit centres (primary profit centres, as already stated, 
being shifted to the divisions). Since the company has so long 
been treating the regions as main profit centres, the entire account¬ 
ing structure continues to be region-oriented and to avoid un¬ 
necessary increase in accounting costs, this system is allowed to 
continue instead of a change over to divisional accounting. 

The other 5 divisions (Nos. 8 to 12) have been, since the be¬ 
ginning, operating as centralised all-India trading divisions. Since 
the nature of the products and services they handle do not require 
a regional and branch set-up. there has been no change in the 
mode of operation of these divisions. In respect of these divisions, 
some crude methods of divisional accounting have been in exis¬ 
tence for quite some time. 

. Ths scheme of profitability analysis: The management account¬ 
ing department of the company has recently developed and in¬ 
troduced a comprehensive scheme of division-wise and product- 
wise profitability analysis. Given below are: 


(i) Exhibit 1: Extracts from the outline of the scheme as 

submitted to the Directors (This shows a phas¬ 
ed implementation with time-schedule). 
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(ii) Exhibit 2: Bases of allocation and apportionment of 

various expenses to be adopted in Phase 1. 

(iii) Exhibit 3: A blank format of computerised profitability 

statement. 

Exhibit 1 

OUTLINE OF THE COMPUTERISED PROFITABILITY 

SCHEME 

(1) The total scheme is intended to be taken up and com¬ 
pleted in three phases, as follows: 

Phase I: (i) Bases as shown in the Exhibit 2. 

(6 months from in- (ii) Restricted to regional operations as 
ception of systems well as the 7 Divisions operating 
study) through the regions. 

(i) Bases as shown in the Exhibit 2 with 
some refinements by way of replace¬ 
ment of division-wise actuals in res¬ 
pect of the following five items under 
the direct and variable expenses group: 

(a) Advertising 

( b ) Motor vehicle expenses 

(c) Godown and forwarding expenses 

(d) Stamps and bank charges 
(Product-wise allocation will conti¬ 
nue to be on percentage basis). 

(ii) Extension of the scheme to the 5 cen¬ 
tralised all-India trading divisions. 

Phase III: (i) Same as reached under Phase IT 

(3 months from (ii) Provision for budget actual compari- 
implementation of son in the profitability statements, in 

Phase II) all cases. 

(2) Indirect (managerial, accounting, etc.) expenses forming 
part of the items 3 to 11 in the direct and variable ex Pf^* 
are to be segregated as regional/branch overheads and clubbed 
under item 7, viz., ‘indirect and fixed expenses’ and distributed 
among divisions and products based on the percentages appli¬ 
cable to this head (indirect and fixed expenses). 


Phase II: 

(3 months from im¬ 
plementation of 
Phase I) 
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(3) The profitability statements under the new scheme will be 
prepared regularly every month upto the contribution (after 
financial charges) stage (i.e., A to F in Exhibit 3). P/V ratio 
calculations will also be shown on the basis of both (a) contri¬ 
bution before financial charges, on sales and ( b ) contribution 
after financial charges, on sales. In addition to this, after every 
6 months, profitability statements wiLl be prepared on a ‘full 
cost’ basis, that is, upto net profit/loss stage (A to I in Exhibit 
3). In these statements R.O.I. calculations will also be shown 
on the basis of both (a) net profit before financial charges on 
average capital employed and ( b ) net profit after financial charges 
on average capital employed. 

(4) An attempt has been made to develop the first set of 
percentages on a realistic basis. However, it is intended that these 
percentages are to be reviewed every year or every six months 
(but not more frequently). 

(5) Phase I of the scheme which has already been imple¬ 
mented takes adequate care to avoid any distortion or disloca¬ 
tion in the existing coding structure and in the mode of prepa¬ 
ration of both input and output statements under statutory 
accounting framework. The present exercise is, therefore, purely 
statistical in nature. 

(6) The new scheme of profitability analysis is not the ideal, 
nor the ultimate. It is obvious that we have to make some 
compromise knowing full well that this might render the analyses 
somewhat inaccurate. But such compromises have been made 
only after striking a balance between the cost involved due to 
mjge workload at regional/branch offices and at the E.D.P. 
department on the one hand and the benefits of greater degree 
of accuracy that may accrue, on the other. For example, if we 
go for produot-wLse allocation of travelling and such other 
variable expenses on actual basis, the additional punching load 
at the E.D.P. department, should be about 20.000 cards p.m. 
besides substantial increase in workload at regional accounts. 

Therefore, we have decided to go by standard percentages in 
such cases. 

(7) During the first two/three months, until the programme 
gets stabilized, our statements might show some errors/inaccu¬ 
racies. We would request the users to bear with us and also 
point out to us such deficiencies. In course of the next six 

, or so we hope to be able to produce statements which 

uid be both accurate and realistic as far as possible, under 
the scheme outlined here. 


BASES OF ALLOCATION AND APPORTIONMENT 
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Return on cap. employed (ROl) 
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4. Uses and Misuses of Profitability Analysis 


A well-designed and systematic profitability analysis can be 
used for diverse purposes. In the first place, profitability 
analysis can help the management in identifying the growth 
sectors and the weak areas in its marketing operations. This 
in turn might lead to various decisions for better planning and 
control of operations. These decisions could be sometimes of 
strategic nature, sometimes of operational types and at other 
times involve tactical shifts. For example, some strategic deci¬ 
sions from long-term point of view, could be made while allo¬ 
cating limited investible funds among a number of competing 
divisions. Ordinarily, a siezable proportion of the funds will 
be diverted towards the divisions showing higher profitability 
and relatively lesser proportion to those showing lower profit¬ 
ability. Similarly, various tactical and operational decisions could 
be taken and suitable control actions initiated to arrest the down¬ 
ward trend in profitability shown by some divisions. These may 
help substantially in improving the performance of the weaker 
divisions and consequently, the company as a whole. Further, 
a scientifically designed profitability analysis could be used in 
projecting for the future period division-wise profitability on a 
realistic basis, both for meeting short-term purposes as well as 
in developing long-range plans of the company. 

It is to be noted, however, that profitability analysis is not 
without its pitfalls. For one thing, any such analysis, however 
scientifically done, cannot replace judgement, nor can it straight¬ 
away lead to the right decisions at the right time. This fact is 
often lost sight of. As a result profitability analysis are some¬ 
times misused in taking wrong decisions based on the results 
alone. 


. T!) e m .°? ,mport . ant thin 2 to 1x1 kept in view while using profit- 
bility statements is that these are nothing but accounting state- 

iSkvi'rT 5? n ,°? Iy P resent some figures and not the facts that 
havTTu behin , d th ? . fi S ures - These facts and operational aspects 

a " a Jy s . ed Proper perspective while interpreting the 

anaLvds P n? e th d m statements. And only through such 

and thlc l u °^ ra i ,onal reaso , ns ean right decisions be taken 
and this is how the figures of the statements can be effectively 
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COST CONTROL AND COST REDUCTION 

IN MARKETING 

1. Introduction—Cost Consciousness; 2 Concepts of Cost 
Control and Cost Reduction; 3. Some Important Considera¬ 
tions in Cost Control and Cost Reduction; 4. Some Areas of 
Marketing Expenses Control 

1. Introduction—Cost Consciousness 

The development of the tools and techniques of cost accounting 
and cost analysis from those used for pure cost-finding to the 
ones for cost control was necessitated by free competition and 
replacement of ‘sellers’ market’ bv ‘buyers’ market’. Cost reduc¬ 
tion is another development to challenge the standards or yard¬ 
sticks against which performances are measured for cost control. 
Both cost control and cost reduction are considered today to be 
effective tools for minimising costs and expenses and improving 
profitability and performance. But it is ‘cost consciousness’ that 
lies at the very basis of any cost control or cost reduction mea¬ 
sures. Unfortunately, the concept of ‘cost consciousness’ is mis¬ 
understood and misused even by responsible people, not to speak 
of the layman. An effort is made here, therefore, to remove 
such misconceptions as far as possible. 

Before we go to indicate what cost consciousness is, let us first 
emphasise what it is not. Just as ‘Venetian blind’ and a ‘blind 
Venetian’ are not one and the same thing, ‘cost consciousness’ 
is not the same as ‘consciousness as to cost’ only. In the 
words of Bernard Shaw, “a cynic is one who knows the cost 
of everything and the value of nothing”. Ordinarily, cost con¬ 
sciousness is supposed to mean only to know the ‘cost of every¬ 
thing’. This Ls only a partial approach, which can .confuse more 
than clarify, mislead more than direct our thoughts properly. In 
a typical cost reduction measure or ‘economy drive’, as it is called, 
it is seen that greater attention is paid to stationery, telephone, 
overtime, etc. which are more often than not ‘C’ items of cost, 
ignoring mostly the ‘A’ and ‘B’ items. According to the simple 
economic law of Pareto, which has perhaps universal applicabi¬ 
lity it is the 15 per cent of the ‘cause’ that produces 80 per cent 
of the ‘effect’. Conventional cost reduction measures pay atten¬ 
tion to those 85 per cent of the items or cause which affect the 
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result hardly by 20 per cent. This is nothing but demonstrative 
cost control’! Incidentally, it is claimed that an atmosphere ol 
cost consciousness is being created. Obviously this is not cost 
consciousness. More disappointing than this is the typical ‘cash¬ 
flow approach’ towards cost control whereby cost decisions are 
based only on the question of affordability. Under this approach, 
costs can be incurred when the enterprise can afford them. And 
when the situation is not favourable, that is. when the concern 
cannot afford the cost, discussion ensues about the so-called cost 
consciousness. Such cash flow approach towards cost cannot 
bring about true cost consciousness. 

Cost consciousness should therefore be understood from a 
broader spectrum where cost decisions should not be a matter of 
affordability, but be considered as an investment proposition, with 
the multiple objectives of growth, profits or surplus, etc. The 
emphasis should be shifted from mere ‘consciousness as to cost’ 
towards establishing a functional relationship between the cost 
proposed and the benefits expected. The approach should there¬ 
fore be not ‘cash flow analysis’ but ‘benefit-cost analysis’. In the 
process, it may be found that slight increase in cost in one area 
may result in substantial cost savings or addition to net revenues 
in another area or for the enterprise as a whole. Profit or sur¬ 
plus is the outcome of the interaction between the streams of 
costs and the streams of revenues. A clear understanding of this 
interaction is considered to be real cost consciousness. 


2. Concepts of Cost Control and Cost Reduction 

Cost or expense control and cost reduction are the crucial 
functional responsibilities of marketing executives, as also, by 
and large, of the executives in other functional areas. If the 
expenses or costs increase disproportionately to the rate of growth 
ui mcome, the profitability of the organisation will keep coming 
down. Since a major proportion of the total expenses of a 
company is incurred for its marketing operations, it is important 

timL, “f u S executlves kee P al > th eir expenses under con¬ 
tinuous watch. There are some useful principles and techniques 

control and cost reduction which would stand them in 

good stead in their efforts in minimising the marketing costs and 
expenses. 

Cost control mainly consists in comparing actual costs or 
expenses with preset standards or targets. Cost reduction is 
intended to challenge the somewhat rigid boundaries laid down 
by such pre-determined standards or targets. Cost reduction is 
thus a more dynamic approach since it scrutinises all losses and 
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diseconomies, visible or invisible, direct or consequential. Con¬ 
ventionally cost control is considered to be a continuous affair 
while cost reduction measures are undertaken once in a while 
followed by a well-knit programme. According to this approach, 
the efforts for cost control are likened to those of a watchdog and 
the endeavours for cost reduction to those of a bloodhound How¬ 
ever, this conventional approach towards distinguishing between 
cost control and cost reduction is not always tenable. Cost re¬ 
duction no doubt implies achievement of real, significant and 
permanent reduction in unit cost of goods or services without 
impairing their quality or use-value. But more often than not, 
cost control and cost reduction measures are both intermingled 
and interdependent. They aim at the same objective, viz., re¬ 
duced cost and consequently improved efficiency and productivity. 
Also, cost control techniques are often the media through which 
cost reduction is achieved. 

We will enumerate first the principles, steps, weapons and 
requirements of cost control and then the requirements and 
techniques of cost reduction 

(1) Principles of Cost Control: 

(i) Control on the spot where cost is incurred. 

(ii) Controllability or uncontrollability of cost more often than 
not, dependent upon the particular situations obtaining 
and/or the particular persons in charge. 

(in) Principle of balancing in a result-oriented cost control 
(e.g.. cost increase in one clement might decrease overall 
cost and improve profitability)—“lose a few battles in 
order to win the total war”! 

(iv) Scope for profit improvement even at the time of setting 
yardsticks or standards for control, to be explored. 

(2) Steps in Cost Control: 

(i) Definition of objectives and identification of areas. 

(ii) Development of yardsticks or standards for control of 
actuals. 

(iii) Ensuring in-built system of location of divergence and 
also its reasons. 

(iv) Inclusion in the control scheme itself of a pattern of cor¬ 
rective action 

(3) Weapons of Cost Control 

(i) Control by the principle of exception (e.g., ABC Analysis). 

(ii) Control by comparison (against base, norm or past per¬ 
formance). 



COST CONTROL AND COST REDUCTION IN MARKETING 415 


(iii) Control through incentives—-sharing of benefits emanating 
from successful cost control schemes, with persons effect¬ 
ing such benefits. 

(iv) Two-fold control—consumption (for inputs) and lock-up 
(of capital) to get faster and better results. 

(4) Requirements of Cost Control: 

(i) Clear organisation charts. 

(ii) Introduction of responsibility accounting. 

(iii) Realistic standards and yardsticks (including their review 
as time elapses or situations change). 

(iv) Greater participation and involvement in setting of stan¬ 
dards or budgets—need for motivation. 

(v) Suitable reporting scheme. 

(vi) Divergences reported, to be used for proper appraisal of 
results rather than for fault finding. 

(vii) Linking of incentives with cost control schemes. 

(5) Requirements of Cast Reduction: 

(i) Management participation, support and motivation. 

(ii) Planning — (a) accepting that possibility of cost reduc¬ 

tion prevails; and 

( b ) drawing up a programme for cost re¬ 
duction. 

(iii) Execution — (a) obtaining co-opeiation from all con¬ 

cerned; 

( b ) determining priorities in the various 
steps in the programme; 

(c) operational and procedural research to 
find the best way of executing the plan; 

(</) continuity of effort; 

(e) evaluation of the programme and re¬ 
sults achieved. 

(6) Techniques of Cost Reduction: 

(i) Introduction and operation of profit centre and invest¬ 
ment centre systems. 

(ii) Cost effectiveness analysis. 

(iii) Cost-benefit analysis. 

(iv) Opportunity costing technique. 

(v) Value analysis (very useful technique, especially in pro¬ 
duction and operations spheres). 

(vi) Man-machine balancing. 

(vii) Non-traditional mode of budgeting expenses e g. 
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(a) Zero base operational planning and budgeting (ZBOP) 
which requires justification of all activities and costs as if the 
operations were to be built up from ground or ‘zero’ level; and 

(b) Conversion of operating or functional budgets to more 
meaningful budgets say, programme budgets, so that it is possible 
to relate spending for each programme to revenue from the pro¬ 
gramme to avoid or reduce spending on unremunerative pro¬ 
grammes or activities. 

(The various points included under the above items are only 
indicative and can by no means be exhaustive.) 

3. Some Important Considerations in Cost Control and Cost 
Reduction 

There is always a tendency in Indian business houses today to 
confuse activity with productivity. Cost consciousness should be 
more productivity or result-oriented than activity-oriented. If this 
can be ensured, it would go a long way towards inculcating real 
cost consciousness in an organisation. 

Usually the idea of cost consciousness and, for that matter, 
cost control and cost reduction measures are actively thought of 
during critical periods when an enterprise finds the going not so 
good. At all other times, when the enterprise is earning good 
profits and registering a satisfactory growth rate, the idea of cost 
consciousness is usually shelved. It is during such periods of 
good profits that cost decisions are based on affordability alone. 
There are instances also of unplanned and indiscriminate spend¬ 
ing during such periods. Quite a few of such expenditures be¬ 
come more or less recurring commitments or committed costs (e.g., 
unnecessary employments, especially at higher levels), difficult to 
avoid when not required. Most of the ‘policy costs’ or ‘imputed 
costs’ are also incurred during periods of good profits. Examples 
of such costs are: offer of economic rehabilitation to a senior exe¬ 
cutive’s friend (since fired by his employers), providing a berth 
to a well-connected consultant (quality of whose reports vary 
inversely with that of the folder and stationery used for their 
presentation!), lavish expenditure on decorating the office and 
executive flats, and so on. While it is necessary that cost control 
and cost reduction measures should be undertaken as continuing 
measures all the time, it is important that these are imperative 
when the sailing is smooth. This is primarily because of the 
difficulty in taking judicious decisions about cost when situations 
are favourable and the company can afford higher costs because 

of good profit. . 

Cost control and cost reduction should be considered as or¬ 
ganisational tasks, not the sporadic ventures of a division or a 
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group of people only. Otherwise, there is the possibility of sub- 
optimisation from the overall organisational point of view, even 
though one division or section might achieve something signifi¬ 
cant by way of cost reduction. The concept of goal congruence 
is very important in this area as well. 

Cost reduction should [be integrated with a long-range planning 
of an enterprise. Otherwise, there is the danger of lesser ‘spend¬ 
ing on the future’ due to an aggressive cost reduction drive. 
There is a tendency to apply the axe heavily on the so-called 
unproductive expenditures (viz., planning, industrial engineering 
and designing, market research, otc.) with the result that the 
company would run the risk of being out of matket in the near 
future (since designs would change) or being ill-equipped to 
seize the future opportunities when they come. Such untoward 
situations can be avoided only by integrating cost reduction with 
L.R.P. 

Cost consciousness as well as any cost control and cost re¬ 
duction schemes should be linked up with the Management by 
Objectives (M.B.O.) systems, since laying down objectives and 
evaluation of results in this area are quite feasible and can also 
be effective. 

Last but not the least is the behavioural aspects of cost con¬ 
sciousness. If the people at the lower level see, on the one hand, 
a top heavy management and their luxury of waste, and on the 
other, are themselves subjected to pressure for cost savings, it 
is obvious that they would find it difficult to take the exhorta¬ 
tion of cost reduction seriously. This is an important aspect to 
be taken into account in any efforts towards inculcating cost 
consciousness in an organisation. Without proper motivation 
from the top management, more through ‘practices’ than through 
precepts*, an enduring cost consciousness cannot develop in an 
organisation. 


4. Some Areas of Marketing Expenses Control 

Perhaps there is not a single conceivable area in marketing ope- 
rauons to which the concepts and tools and techniques of expense 
control and expense reduction wUl not be applicable. But there 
f/f J. erta d n areas where the scope for control is greater because of 
me significant amount of expenses involved and their nature viz.. 

C ° Sl f ° r d ! scretionaf y expenses . Some examples in this 
o£.^ salesmens commission and incentives in direct selling 

Sanrf U WarehOUS ' n i’ P* ck ! n g and transportation, freight and 
exnensf? -® Xpen5es ' n distribution operations, media advertisement 

“e^cTSon^ in — 
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Besides this functional cost analysis approach there is yet 
another effective approach to controlling marketing expenses. 
This is based on major expense-heads, irrespective ~of specific 
functional areas, e.g., salaries and fringe benefits, telephone and 
telex, postage and telegram, travelling, entertainment, etc. Ar 
attempt may be made to institute an effective control system in 
respect of any or more of such expense-heads which show signi¬ 
ficant amount of expenses and also a consistently upward trend. 
As an example, we will present here a case study dealing with the 
control of travelling expenses in a big marketing organisation. 

BIG MARKETING ORGANISATION LTD. 

(A Case Study on Control of Travelling 'Expenses) 

The company spends about a crore of rupees per year under 
the head travelling expenses, the bulk of it (about 80 per cent) 
being incurred by the marketing departments. It is also observ¬ 
ed that recently travelling expenses have been rising at a very 
fast rate, disproportionate to the growth in sales. On a broad 
examination it is found that the.company allows actual expenses 
without limit indiscriminately to all executives while they are 
on tour, and also that quite a few of the tours are pot neces¬ 
sary at all. An attempt is first made to persuade the executives 
of all categories to exercise some self-imposed limits and bring 
down the expenses. However, such persuasive method not being 
successful and the travelling expenses continuing to show an 
alarmingly upward .trend, the top management form a high- 
level committee to suggest appropriate control measures and 
prescribe suitable daily expense limits for various executives. 
The committee first makes a study of various travel expenses 
control schemes already in successful operating in about half a 
dozen companies of similar size and operation in similar in¬ 
dustries as the Big Marketing Organisations Ltd., and then sug¬ 
gests a comprehensive scheme to the Board. On the basis of some 
broad estimates, the committee states that if the scheme is im¬ 
plemented in full, the saving on travelling expenses for the 
company as a whole would be around Rs. 2 lakhs per month 
or Rs. 25 lakhs per year, i.e. about 25 per cent of the present 
total expenses. The Board approves the scheme with certain 
minor modifications and the scheme is introduced through a 
circular from the Managing Director to all executives. 

Exhibit 1 gives some extracts from the circular indicating the 
guidelines on domestic travelling. 

Exhibit 2 gives the daily allowance scheme. 

Exhibits 3 shows the newly-designed format of Travel Expense 

Account. 
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Exhibit 1: Guidel'mes on Domestic Travelling 


(1) The guidelines delineated below are applicable to the Com¬ 
pany and all its subsidiaries. 

(2) Each senior executive should enforce a stricter control 
over the number of travels being undertaken by each of the exe¬ 
cutives reporting to him. To this end. it is Suggested that, as 
soon as one proposes to make a trip, the executive to whom one 
is reporting should ascertain the purpose of the trip and satisfy 
himself about the need. Booking of tickets for a journey of an 
executive will be allowed only after his superior approves of 
his travel and puts his signature at the appropriate places in 
prescribed formats. Also, on his return from the trip, the exe¬ 
cutive concerned should submit a report to his superior indi¬ 
cating whether or not the purpose for which the trip was made 
is served. However, no specific format is prescribed for this 
purpose. 

(3) While planning a trip the executive concerned should keep 
a check on the timings of the flight, on the various flights avail¬ 
able, and choose the flight in such a way that.it would ensure 
the executive’s presence at the desired time. For example, when 
a convenient morning flight is available which would ensure 
the traveller’s presence at the appointed time, availing a pre¬ 
vious evening flight and staying overnight at a hotel should be 
avoided. Similarly, when the day’s work is over and an evening 
flight is available, overstaying the night at the place of visit 
should be avoided. 

(4) Lunch/dinner with his colleagues while an executive is 
jL® hould ^ discouraged as far as possible. It has been 

ound mat expenses of this nature going into other account- 
heads like lunch & conveyance, staff welfare expenses, etc., only 
represent some hidden costs of travelling and unnecessarily in¬ 
crease the total expenses of the company. 

(?) AU executives (excluding only the directors) must clear 

their hotel bills by payment of cash themselves. Signing the 

hnal summarised hotel bills while checking out will not be 
permitted. 


rij^irw ^, dC - r to rel ? eve the executives from the hazards and 

Baak of Si^ whiIe trav elling, the use of State 

dreuHr “T** 1 che ^ ues ’ may be suggested. A separate 

circuJar °n tins scheme will follow shortly P 

count 3X7 5“ CUt !i ve mUSt SUbmit without ^il his expense ac- 
^ days of his return from a trip. 

uJ'.L 111 * ase an execu( ive makes another trip immediately after 
he returns from one, he will have to submit . P he“n,s whhL 
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three days of his coming back from the second trip, regardless 
whether he is shortly taking a third trip. 

(9) When an executive receives cash advances from outstations, 
he must without fail account for that within three days of his 
return from the tour, notwithstanding what is stated in 7 & 8 
above. 

(10) The expenses account of every executive should be ap¬ 
proved by his immediate superior. 

(11) A scheme of daily allowance (during tours) for employees, 
under various categories has been recommended (details vide Ex¬ 
hibit 2) to impose reasonable limits on travelling expenses. It 
is to be noted that the limits shown in the Annexure are the 
maximum limits. In case of ‘with voucher’ travelling, therefore, 
the permissible expenses will be the appropriate limit per day 
or actuals, whichever is less, taking the total number of days for 
each trip separately. 

(12) Notwithstanding the rates of daily allowance shown in 
Exhibit 2, divisional heads or senior executives are permitted to 
continue to operate any other daily allowance scheme which may 
have been in successful operation in respect of certain categories 
of executives/employees. But, for this purpose, the divisional head/ 
executive concerned should ensure that the scheme in operation 
is not more generous than what is shown in the Exhibit 2. Other¬ 
wise, the Exhibit 2 rates would be applicable in place of the 
existing scheme. 

(13) The executives in ceategory 1, most of them being profit 
centre heads themselves, are expected to limit their expenditures 
themselves. As a guideline, it is suggested that they should also 
avoid using hotel accommodation costing more than Rs. 200/- a 
day. Such austerity exercised by them should stand as example 
for other category executives to emulate. 

(14) When an executive opts for ‘without voucher’ allowance, 
the maximum distance permitted between the place of his stay 
and the office is 30 kms. He may prefer to stay at a farther place 
also, but he will be reimbursed for 30 kms (60 kms both way) 
for attending office. This does not mean that when an executive 
stays in a place which is within 30 kms dis'tance from the office 
can claim taxi fare upto 30 kms. In such cases he would be 
reimbursed only to the extent of actuals he has spent. For this 
purpose the executive is expected to declare the place of his stay 
to his superior. 

(15) As regards the mode of travel in respect of various cate¬ 
gories of executives shown in Exhibit 2, it is generally felt that 
air-travel will be encouraged for all excepting for those in category 
No. 5. On a cost-benefit analysis, it is found that taking into 
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account all relevant aspects, air-travel would be beneficial for 
the company because of the significant time saving and conse¬ 
quently various expenses* including daily allowances. Further, 
even for category 5 executives, air-travel may be permitted by 
the respective superior on the ground of urgency and importance. 
However, one exception to this more or less indiscriminate air- 
travel would be cases where tliere are overnight trains which can 
bring the executives to the city by the following day morning if 
he starts from the originating station on the previous evening, 
without losing any official working hours. This should be effected 
specially in case of category 3 and 4 executives. In case of train 
travels, A.C. class would be restricted only to category 1 and 2 
executives. Category 3 executives may avail A.C. class only 
when ordinary first class booking or air-booking is not available. 
For category 4 and 5 executives ordinary first class fares only 
will be allowed. 

(16) When an executive stays in the company’s transit house, 
for every meal he takes outside the transit house, the limit applic¬ 
able would be the same as that for meals (vide columns 7 and 8 
of Exhibit 2). Other expenses like tips, laundry, etc. can be 
charged with the taxi expenses. Obviously, in such cases the 
executive will not be entitled to any daily allowance. 

(17) Similarly, when customers are entertained. s ; nce the ex¬ 
penses are accounted for as entertainment expenses, for every 
such meal the executive had as entertainment, the amount as 
shown in column 7 & 8 in Exhibit 2 would be deducted from 
his daily allowance limit. 

(18) When two or more executives belonging to different 
categories would travel together, the scheme as given here to 
will be applicable individually to each one of them and each one 
should submit separate accounts. Obviously, all need not neces¬ 
sarily stay in the same hotel. 

(19) If one executive travels with an overseas visitor. then in 
resoect of that particular trip with the visitor, the scheme as per 
Exhibit 2 will still be applicable, but to all intents and purposes, 
the executive concerned will be treated as a category 1 executive, 
subiect to the prior approval of his immediate superior. 

(20) When a visiting executive is taken for Iunch/dinner bv 
anv local executive of the company (for which the expense is 
to be charged to the company) the meal b’ll charge, as given in 
column Nos. 7 and 8 of Exhibit 2, will be used for deduction 
from the corresponding total daily allowance, whether with 
vouchers or without vouchers. The declaration of the executive 
concerned in this regard as to the number of such lunches/dinners 
will be accepted as true. At the same time, the local executive 
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must submit to his superior details of this expenditure so that 
a control can be maintained on that. 

(21) When an executive goes on tour he will not have the 
option of changing over from per diem to voucher supported 
expenses in the same town on the same tour. 

(22) The limits as given in Exhibit 2 (columns 1 to 6) are to 
cover board and lodging, tips, laundry, personal telephone, porter¬ 
age, etc., but not surface travel by taxis or other modes of trans¬ 
portation and official telephone/trunk-calls. Such expenses on sur¬ 
face travel and telephones will be reimbursed on actual basis. 
But. here again, the approving superior should exercise his dis¬ 
cretion and judge the reasonableness of the amount spent, before 
approving the same. 

(23) In connection with travel to and from the airport, it is 
suggested that category No. 4 and 5 executives should avail them¬ 
selves of airport coach services, wherever available. As regards 
other categories of executives, viz., 1, 2 and 3, either company’s 
transport will be made available or aotual laxi expenses will 
be reimbursed. 

(24) In order to effectively operate the scheme as mentioned 
in Exhibit 2 and the various guidelines explained above, it is 
desired that the necessary procedure should be adequately ad¬ 
hered to. To this end, a set of formats and prorcdure for 
following the same have been developed. The formats are: 

Request for cash advance (specimen not included here) 

Request for Travel Arrangement ■—do— 

Cancellation of Travel Arrangement —do— 

Travel Expenses Account (Exhibit 3) 
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COMPANY . 


Employee’s name: 


travel expense account 

To be submitted in duplicate 


Region 

code 


Division 

code 


SI No. •• 


(Please tick wherever necessary) 


With 

vouchers 


Witho 

vouche 


Business purpose: 


No. of days 



Cash received 


From 


Amount 


Railways ( 'airlines 
paid by 

I Company 



Places of visit 

Airmail 

From|at 

To 

Rs. 



(i) 


*1| Official D • . , 

>v. I „ Room & meals 



telegram 

(iii) 


y Amount 

8 * 

(iv) 


Sub total 


Total 

amount 


Rs Rs. 

vi = (iv+v) vii = (i to v) 


TOTAL 


Total amount allowed 
(rates shown on reverse) 


cost 

Net amount allowed 
Actual spent (per cl.vi) 


Deduct transportation paid by Company 
Total disbursed by employee 


Less deduction on account of - . , t 

lunch-dinncr taken at Company’s . Dcduct rash advance 


Amount due to Co.| (employee) *3 
Refund by cash|chcque No. 


*1 To include porterage at airport, 

•2 Room k meals codes: 

railway station etc. 

(including service charges, 


discounts, taxes, etc.) i 

^.'Amount due to employee must 

R = Room 

be put in brackets ( ) 

It 

M = Meals 


Employee’s signature 



Approval signature 



























Chapter 29 


WORKING CAPITAL CONTROL IN 
MARKETING OPERATIONS 

1. Basic Concepts of Working Capital; 2 Working Capi¬ 
tal Requirement Forecasting; 3. Working Capital Financing; 

4. Important Areas in Working Capital Management in 
Marketing Operations; 5. Receivables Control; 6. Market¬ 
ing Inventory Control; 7. Tandon Committee Norms 

1. Basic Concepts of Working Capital 

Meaning of Working Capital: The requirement of finance for 
an enterprise arises mainly out of two factors, viz., acquisition of 
fixed assets and provision for working funds or working capital 
(also called circulating capital). Fixed assets are land, building, 
plant, machinery, equipment, etc., meant for use in the business 
(for a period of time greater than one year), to earn profits 
through recurring production and sales. The working funds are 
necessary, on the other hand, to meet the day to day revenue 
expenses, like material purchase, wage payment, meeting over¬ 
head expenses, etc. Working capital actually keeps the business 
going since physical assets like plant and machinery cannot affect 
any production or generate any sales unless these are adequately 
and regularly fed with materials and varied services. The finance 
required to buy such materials and pay for such services is 
really the working capital. From the accounting point of view, 
working capital is the money locked up in inventory, debtors 
and other current assdts (like cash, advances made ; to suppliers, 
etc.) minus others* money locked up with the business in the 
form of sundry creditors, bills payable, etc. By definition, work¬ 
ing capital is current assets minus current liabilities. 

Gross vs. Net Working Capital: When only the current assets 
consisting of inventory, debtors, cash, etc, are considered as work¬ 
ing capital, it should be called gross working capital. If from the 
total of the current assets, current liabilities (creditors, bills pay¬ 
ables, etc.) are deducted 1 , the result should be net work capital. In 
business and other spheres, often these two expressions, viz., grpss 
working capital and net working capital are not used and the 
general expression ^working capital’ is used to mean sometimes 
the gross and sometimes the net also. Very often this creates con¬ 
fusion in understanding and interpretation. Ordinarily, however. 
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if the term ‘working capital’ is used, it will mean net working 
capital only, unless otherwise stated specifically. 

Composition of working Capital: The composition of working 
capital will vary according to the nature of the business, particular¬ 
ly whether it is a purely trading business or a manufacturing- 
cum-marketing organisation. There are other factors too which 
cause such variation, viz., customary credit terms in the industry 
a business is engaged in, general financial climate and conditions, 
and so on. For a purely trading or marketing organisation the 
composition of working capital would be as follows: 

(a) Inventory—finished goods only 

(b) Receivables—sundry debtors 

bills receivable . 

sub-total ...... 

(c) Other current assets—cash, sundry 
advances for value to be received, etc. 


Total (current assets) A 


(d) Sundry creditors—bills payable 
Advances to customers etc.. 

Outstanding liabilities (to employees and 
outsiders) 

Total (current liabilities )B 


Working capital (A—B) 

Negative Working Capital: Situations, though very rare but 
not unreal, may arise when the net working capital of a business 
mav show a negative figure because of current liabilities being 
higher than current assets. Evidently prepondei ance of current 
liabilities to an extent of more than offseting the total current 
assets leading to a situation of negative working capital, may 
enable us to arrive at either of the two diametrically opposite 
and extreme conclusions as follows: It may be that the business 
is going to collapse since it fails to meet the commitments to its 
suppliers and other creditors in spite of the fact that its outstand¬ 
ings are collected well and inventories are not very high. The 
cause may be overtrading by the business in general and/or ineffi¬ 
cient financial management. It may also be that the working 
capital position of the business is extremely good and also that 
the business enjoy some monopoly power to ask its customers for 
advances against the goods to be supplied at a future date. 






WORKING CAPITAL CONTROL IN MARKETING OPERATIONS 429 

Fixed vs. Variables Working Capital: In every enterprise a 
part of the total working capital, usually a small part compared 
to the total, represents the fixed element in it and the balance, 
usually the major part, has to be variable. To identify such fixed 
and variable elements one has to be clear about the meaning 
and 'frame of reference’ of the concept of variability. A busi¬ 
ness operates within the range of a given activit} level and dur¬ 
ing a time-period (say, a couple of years) this activity level does 
not change. Within this activity level the volume of operations 
of the enterprise keeps on changing from time to time due to 
seasonal factors, cyclical factors and random variations. But 
there must be a hard-core element in working capital commen¬ 
surate with the broad activity range within which the business 
is operating. This part of working capital does not tend to change 
in response to changes in activity from time to time. Such hard¬ 
core element of working capital should be called fixed working 
capital. There may be, on the contrary, changes in working capital 
position resulting from changes in actual activity from time to 
time. During the peak season working capital requirement 
would be high and this will again drop down during the slack 
season. This working capital which varies more or less in pro¬ 
portion to the actual activity (indicated primarily by sales) can 
be called variable working capital. 

Chief Determinants of Quantum of Working Capital: There are 
various factors which generally affect the quantum of working 
capital required by a business unit and contribute to variations 
and fluctuations from time to time in its quantum and composi¬ 
tion. Some of these factors are mentioned below: 

0) Technology—e.g., capital intensity, balancing of productive 
equipments, etc. 

(ii) Size or scale—i.e., the availability of economies of scale, 

(in) Market conditions—e.g., credit conditions, demand pattern 
including seasonality, etc. 

(iv) Broad socioeconomic milieu. 

(v) Management’s attitude towards risk taking—this affects 
very much the quantum of inventory to be held. 

(vi) Optimal relationship between the sequence of production 
and sales. 

(vii) External constraints—e.g., import restrictions, credit 

squeeze, etc. 

2. Working Capital Requirement Fore casting 

A forecast of the requirement of fixed capital depends, primarily 
Upon the capacity to be installed or expanded. This does not 
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change loo often. And it is rather easy to determine this from 
the technical feasibility study of the project, new or expansion. 
But working capital requirement forecasting is a little more com¬ 
plicated. The methods available in this respect range from the 
crudest to the more sophisticated ones. We shall first indicate the 
crude methods and then come to the more refined ones. 

The crude methods of forecasting working capital requirement 
comprise mainly of establishing some broad percentage relationship 
between working capital and various parameters that would in¬ 
fluence it. Some such bases commonly adopted are as follows: 

(i) Working capital as percentage of sales—This is simple and 
most commonly used. It can give some broad indication only 
if selling price is fixed and cost structure is stable. 

(ii) Working capital as percentage of cost of production— 
This is ordinarily a good method particularly when the cost rela¬ 
tionship, if not the amount, remains unchanged. 

(iii) Working capital as percentage of cost of sales—The re¬ 
sults may not be reliable because of the inclusion in cost of 
sales of selling and distribution costs which, besides including 
some policy costs, might vary widely and abruptly. 

(iv) Working capital as percentage of marginal cost of sales— 
This is perhaps the best among all these short-cut methods. Its 
strength lies in the fact that marginal cost, comprising only the 
variable elements in all costs, seldom changes excepting over a 
relatively long period and under extraordinary situations. 

One of the more refined approaches would be to estimate work¬ 
ing capital requirement after studying more systematically and 
quantifying as far as practicable the various parameters that 
would affect such a requirement. A host of factors have to 
be considered and relevant data collected before undertaking this 
exercise. For a manufacturing-cum-marketing organisation the 
following are such factors: 

(i) How many weeks’/months’ raw-materials that should on 
an average be kept in stores, always ready to be used in 
production. 

(ii) How many weeks’/months’ sales requirement of finished 
goods that should be kept on an average in stores. 

(iii) The average credit period to be allowed to debtors or cus¬ 
tomers. 

(iv) The average credit period expected from suppliers. 

(v) The average production time. 

In case of a purely trading concern considerations (i) and (v) 
above would not arise, but all other factors, (ii) through (iv), ave 
to be taken into account. In either case, however, to play sate. 
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some extra amount (cash or unutilised overdraft) should be kept 
rady in banks and should be added to arrive at the actual net 
working capital requirement. Such extra amount is to be du 
mined with reference to the nature and volume of the busmess 
and other pertinent factors, especially, any upward variations m 
the average figures against the above-mentioned parameters during 
peak seasons or due to other reasons. 

Let us take one illustration at this stage. 

Illustration 1: Working capital requirement forecast of a purely 
trading concern. 

Projected annual sales Rs- 65 Lakhs 

Per cent of net profit on sales 20 per cent 

Average credit period allowed to debtors—10 weeks. 

Average credit period allowed by creditors—4 weeks 
Average stock holding (in terms of sales requirement) 

_^ weeks 

10 per cent to be added to computed figure to allow 
for contingencies in arriving at the forecast of work¬ 
ing capital requirement. 

Working Capital Requirement Forecast 

Period in weeks Amount Rs. lakhs 

Inventory 8 8 

Debtors 10 10 


Total 18 

Creditors 4 

Net working capital 14 

Add for contingency at 10 per cent 


14 

1.4 


Working capital 


15.4 

Notes & Workings: 

Amount Rs. lakhs 

Per week 


Rs. lakhs 

I. Sales 

65 

1.25 

Profit 

13 

0.25 

Cost of sales 

52 

1.00 


II. Xt has been assumed that creditors include those for both 
goods and expenses and that all such creditors allow one 
month credit on average. 

III. The element of profit has been excluded from the working 
capital requirement forecast. The reason has been ex¬ 
plained later. 
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Interpretation of the results: 

The amount of Rs. 15.4 lakhs arrived at above is to be inter¬ 
preted as the amount to be blocked up in inventory, debtors 
(minus creditors) at any time during the period (year) in view, 
so that the anticipated activity (sales primarily) can go on smooth¬ 
ly- The amount is not for a period of time hut for any point of 
tune. It represents the average quantum of lock-up at any time 
during the relevant period. 

Another refined method of forecasting working capital require¬ 
ment is on the basis of the concept of operating cycle. Operating 
cycle, also called the working capital cycle, is defined as the time 
period required for the whole operation starting with cash and 
ending up with ‘cash plus’ (assuming that the operations generate 
some profit). Operating cycle is therefore expressed in terms of 
months or weeks. The total period is broken up into various 
stages, viz., raw material waiting period, conversion period, finish¬ 
ed stock period, debtors period, and creditors period in case of 
a manufacturing-cum-marketing organisation. In case of a purely 
marketing organisation, however, the cycle would be relatively 
short, since it will comprise only the last three periods and the 
first two (viz., raw material waiting period and conversion period) 
will not be of any relevance. 

It will be seen that the operating cycle concept is more or less 
akin to the projection based on parameters study which has been 
illustrated above. Under the illustration the operating cycle is 
14 weeks comprising inventory of 8 weeks, minus credit enjoyed 
4 weeks plus credit allowed 10 weeks. Accordingly, the working 
Capital requirement can be straightaway arrived at as follows: 

Rs. 52 Lakhs (cost of sales) 52 weeks X 14 weeks 

= Rs. Lakhs 

When the operating cycle is known with a reasonable degree of 
accuracy it would be easy to project the working capital require¬ 
ment for a given level of activity without the necessity of work¬ 
ing out component-wise or element-wise details. When the operat¬ 
ing cycle is not known this can be worked out by an analysis of 
the relevant figures, even those available from the published 
accounts of a company. 

There are various other sophisticated methods of projecting 
working capital requirement. Mention may be made of the ROI 
approach and Financial Ratio methods which can be handy 
wliile projecting the working capital requirement on a long-term 
basis, say for the purpose of long-range planning. 

Presentation of working capital requirement forecast appro¬ 
priately is also very important in the sense that this could help 
better comparison and installing better financial discipline in an 
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organisation, instead of just serving the limited purpose of show¬ 
ing the total requirement. Given below is the case of a big business 
house in Calcutta, engaged in both purely trading operations and 
manufacturing-cum-marketing operations. The company adopted 
a very well-designed for laying down the standard working 
capital employed, separately for these two types of operations. 

STANDARD WORKING CAPITAL EMPLOYED 

(figures aro hypothetical) 


s> 

f2 

C — 

O CM O 

E <°\5 
a* c > 


o 

a 

-% 6 £ 
2 Z g 

I .3 E 


Creditors: 

(i) Raw materials and 

stores 6 

(ii) Finished goods 8 

Total (2) 

Working Capital Employed (1) 


g p. w .= 

2 u. g to a 

g = a .s >> a 

o J 3 1 o i 

(Duration in No. of 
months in terms of per¬ 
centage of sales value) 


Raw materials stores 

60 

3 

1.80 

—. 

Work in progress 

75 

0.75 

0.56 

— 

Sub-total 



2.35 

— 

Finished goods 





(i) Production point 

1 

0.25 

0.20 

__ 

(ii) In transit 

> 85 

0.75 

0.64 

0.64 

(iii) Distribution point 

/ 

1.00 

0.85 

0.85 

Sub-total 



1.69 

1.49 

Debtors 

100 

2.75 

2.75 

2.75 

Total (1) 



6.79 

4 24 


3.00 

3.00 


1.80 


1.80 

5 00 months 
or 
42% 
(of annual 
sales value) 


2.55 

2.55 

1.69 months 
or 
14% 

(of annual 
sales value) 
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The method as outlined above may serve inter alia the follow¬ 
ing purposes: 

(1) Laying down some financial discipline norms without any 
absolute figures. 

(2) Highlighting the difference between the two areas of opera¬ 
tions under the same management (as between manufac- 
turing-cum-marketing and only marketing). 

(3) Explaining the difference in norms between own-manufac- 
turing-cum-marketing organisation and only marketing or¬ 
ganisation. 

(4) Assisting working capital management especially in respect 
of portfolio allocation between the two broad areas of 
operations based on the norms. 

(5) Relating more scientifically the total working capital em¬ 
ployed to actual sales value. 

Before we conclude our discussion on working capital require¬ 
ment forecasting, we have to make some observations on two 
more aspects, viz., profit viS-a-vis working capital and adoption 
of flexible budgeting concepts in forecasting. 

As regards the nature and impact of operating profit on work¬ 
ing capital we have to note the following three statements: 

(i) Profit does not form part of working capital requirement 
forecast. 

(ii) Profit generated over months eases the financing aspect 
of working capital, by reducing the amount needed to 
finance working capital. 

(iii) Working capital at any given point of time includes an 
element of profit. 

To explain these three statements, let us study in depth the 
illustration given earlier. To keep the operation running the busi¬ 
ness has to spend every week Rs. 1 lakh towards cost of sales 
(materials, labour ,and overheads). This amount is to be realised 
through collection from sales every tenth week. But at that time 
not only the cost of Rs. 1 lakh is realised but an additional sum 
of Rs. 0.25 lakh is also available. This is profit. No provision 
is necessary in working capital requirement forecast for such profit 
since it does not mean an expense to be incurred earlier. How¬ 
ever, working capital at any point of time is defined as: Current 
assets (inventory, debtors and cash) less current liabilities. Thus 
the estimate of working capital in ex-poste sense includes profits 
also through the inclusion of debtors at full value (i.e. sales value), 
although in the ex-ante sense (requirement forecast) profits are 

excluded. To summarise: 
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(i) Profit is an element in any estimate of actual working 
capital (ex-poste sense). 

(ii) Profit is not included in any forecast of working capital 
requirement (ex-ante sense). 

There is the need for adopting a flexible approach while pro¬ 
jecting working capital requirement for a certain activity-level. 
In the first place, activity itself might change up or down. Se¬ 
condly, level of efficiency in the management of working capital 
may also be different, better or worse, from what is envisaged 
initially. It would therefore be desirable to develop a number 
of forecasts, instead of one, under the assumption of various 
alternative levels of activity and efficiency-factors. Similarly, an 
attempt may be made to work out two forecasts against each 
alternative level—one for planning the availability of funds and 
the other for controlling the requirement of such funds through 
the imposition of adequate financial discipline. 

3. Working Capital Financing 

The various sources of financing the working capital of an 
enterprise can be broadly grouped under two categories, viz., in¬ 
ternal sources and external sources. The usual internal sources 
of finance are share capital, and retained earnings including de¬ 
preciation. In a new enterprise, a part of the working capital, 
particularly the hard-core element, is financed by equity shares 
or owners’ capital. But subsequently as part of every increase in 
working capital requirement has to be financed by the other 
internal source, viz., retained earnings. There are situations when 
fresh equity share capital has to be issued, subsequent to the 
initial issue, mainly to finance additional working capital needs. 

The external sources of working capital financing are mainly 
as follows: 

(i) Creditors 

(ii) Advance from customers 

(iii) Fixed deposits from public and members 

(iv) Institutional loans (short term) 

(v) Inter-company deposits (short term) 

(vi) Commercial banks 

Creditors for goods and services provide indirectly but auto¬ 
matically some finance, usually interest free, and thereby reduce 
dependence on other sources for meeting working capital needs 
for an enterprise. Advances from customers also provide short¬ 
term finance to a company. This source is rather limited. Only 
for a monopolistic product or a product in short supply such 
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advances may be made available. Deposits from public and 
members have come to be an important source of financing work¬ 
ing capital, besides partly being used for acquisition of fixed assets 
Sometimes, institutional loans (short-term) may be available to 
finance working capital. But here again the scope is limited. 
However, long-term loans from financial institutions may be 
sometimes available partly to finance the fixed component of work¬ 
ing capital. Inter-corporate short-term deposits is increasingly 
becoming a popular source for financing purely temporary work¬ 
ing capital needs. Incidentally it may be noted that all the 
sources mentioned here excepting institutional loans, do not 
ordinarily require any securities—'these are all unsecured loans. 
And funds from commercial banks, the chief external source 
for financing working capital, represent almost invariably se¬ 
cured loans. 

Commercial banks provide by far the largest supply of work¬ 
ing capital funds to industry. The various types of financing 
by commercial banks are as follows: 

(i) Cash credits or overdrafts 

(Li) Note lending 

(iii) Discounting of customers’ bills 

(iv) Trade Bill Market Scheme (T.B.M.S) 

(v) Export credits 

Cash credit or overdraft from banks is the most common 
source of finance for working capital. The interest rate is usual¬ 
ly higher than that for term loans. In case of overdrafts, in¬ 
terest is charged on the basis of the balances standing to the 
debit of the party’s account, i.c., on the basis of actual utilisa¬ 
tion. Besides this, there is also note lending, i.e., loans granted 
by banks against promissory notes. In such a case, as also in 
case of cash credit, interest is payable on the entire loan irres¬ 
pective of utilisation. Banks usually grant loans and overdrafts 
against some securities in the form of inventories, debtors or 
even fixed assets, after deducting a paut of the value as banker s 

margin to cover contingencies. 

Discounting of customers’ bills with banks and other finan¬ 
ciers enables a company to convert receivables into ready money, 
sacrificing, however, a small amount as discount, and working 
funds are thus augmented. 

Trade Bill Market Scheme (T.B.M.S) introduced in 1971, 
similarly improves working funds position of the company by 
enabling it to defer its payment to creditors. Like discounting 
of customers’ bills, this is also subject to some prescribed limits 
and terms agreed upon with the bank concerned. 
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Export credits granted at concessional rate (about 4 per cent 
to 5 per cent lower than normal interest charged on overdrafts) 
is of two types, viz., pre-shipment credit (also called packing 
credit) and post-shipment credit. In either case the limit is 
generally 90 days—the total limit, therefore, works out at 180 
days—in respect of each export transaction. In case of some 
products the pre-shipment credit itself may be granted upto a 
limit of 180 days. In case an export is not against letter of 
credit, pre-shipment credit usually gets converted into post-ship¬ 
ment credit with the same bank. 

Having covered the various sources for financing working 
capital, we may now come to the mechanism of bank credit ih 
India which has come into existence after the Government’s 
acceptance of the recommendations of the Study Group to frame 
guidelines for follow-up of bank credit (also called ‘Tandon 
Committee’). The norms of current assets (both inventory and 
receivables) suggested by the Study Group, included at the end 
of this Chapter, should apply to all industrial borrowers, in¬ 
cluding small scale industry with aggregate facilities from the 
banking system in excess of Rs. 10 lakhs. 

The working capital gap, viz., the borrower’s requirements of 
finance to carry current assets (based on norms) other than those 
financed out of his other current liabilities, could be bridged 
partly by his owned funds and long-term borrowings and partly 
by bank borrowings. The maximum permissible level of bank 
borrowings could be worked out in three ways. In the first 
method, the borrower will have to contribute a minimum of 25 


per cent of the working capital gap from long-term funds, i.e. 

owned funds and term borrowings; this will give a minimum 

current ratio of 1:1. In the second method, the borrower will 

have to provide a minimum of 25 per cent of total current assets 

from long-term funds; this will give a current ratio of at least 

1.3:1. In the third method, the borrower’s contribution from 

long-term funds will be to the extent of the entire ‘core current 

assets’ (a term yet to be defined), and a minimum of 25 per cent 

of the balance current assets, thus strengthening the current ratio 
iurther. 


• *** aiso t( ? ^ noted “ this connection that banks are autho¬ 

rised to provide total facilities upto a limit of Rs. 2 crores ir 
case of private sector companies and Rs. 3 crores for public 
«°®Panjes wrtioirt getting prior approval from the Re- 

L. * a!u^ Inc ! ,a> Any additional facilities to any company 
beyond the prescribed limit as applicable, will require prior ap- 

Uon ih f m he r^?o rVe -5 ank of India undei the Credit Authoriza- 
RBI^Sw C ^ S ? I Th< ' P rocedure in this regard for obtaining 
BI a PP r oval is to be followed up by the concerned bank oi 
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the lead bank, in case there is a consortium of bankers to share 
the total facilities made available to a company. 


4. Important Areas in Working Capital Management in Market¬ 
ing Operations 


Let us first demonstrate the vital importance of working capital 
management in general. Working capital affects the return on 
investment (R.O.I.) in two ways, viz., the capital employed itself 
and also the return. Thus any improvement in management of 
working capital will affect ROI very favourably, and the con¬ 
verse is also true. Let us study the following illustration: 

Illustration 3: Effects of Working Capital on R O.I. 

(figures hypothetical—Rs. lakhs) 


Fixed assets 
Working capital 
Capital employed (A) 
Earning before interest and 
tax (Ebit) 

Interest 

Profit before tax (B) 

R.O.I. (B on A) 


Situa¬ 

Situa¬ 

Situa¬ 

tion I 

tion 11 

tion III 

100 

100 

100 

100 

50 

200 

200 

,150 

300 

55 

55 

55 

15 

7.5 

30 

40 

47.5 

25 

20% 

31.7% 

8.3% 


Interpretation: 

(i) Situation I to II—Improvement in R.O.I. quite substantial 
due to ( a ) improved PBT through reduced interest and (6) 
reduction in capital employed itself and both these factors 
are the results of improved efficiency in working capital 
management. 

(ii) Situation I to III—Fall in R.O.I. percentage quite drastic 
due to (a) reduced PBT and ( b ) increased capital employed, 
and both these are the results of inefficiency in working 
capital management. 

Management of working capital has two aspects, viz., the 
requirement aspect and the finance aspect. The requirement 
aspect of management has to be studied from the point of view 
of the components of working capital. On the positive side such 
components are mainly inventory and debtors, and on the nega¬ 
tive or neutralising side is the component of creditors. Working 
capital management in the requirement area thus boil s down to 
the management of inventory, debtors and creditors. There 
three financial ratios (which have already been explained 
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illustrated in Chapter 6) which arc important and useful in keep¬ 
ing a cohstant watch on and controlling these three parameters. 
These ratios are inventory turnover ratio, debtors’ turnover ratio, 
and sundry creditors' turnover ratio, respectively. 

The finance aspect of working capital management is really 
the cost of finance part of it. Cost of finance varies according 
to the different sources of finance. Such costs have to be viewed 
from various angles, viz., real cost and opportunity cost, direct 
cost and associated cost and implicit cost and explicit cost. In¬ 
crease in bank overdraft has some real (or monetary) cost which 
is the incremental interest. A decrease in credit period allowed 
by a supplier has an opportunity cost (i.e., the loss of interest on 
the money involved because of the shorter credit period). Again 
the direct cost involved in bank overdraft is the interest, but 
there are some associated costs in the form of accounting and 
administration expenses in connection with such overdrafts. 


These associated costs are sometimes more than 1 or 2 per cent 
annually of the overdraft. Interest on loans and overdrafts paid 
is the explicit cost. But since such interests are allowed as 
deductions for tax purposes, the implicit cost is much lower. 
Assuming a company is paying a tax at 60 per cent on an 
average and it borrows money from the bank at 15 per cent 
interest, then the explicit cost is 15 per cent per annum. But 
the implicit cost of financing working capital on this account 
would be only 40 per cent of 15 that is. only 6 per cent (since 
the balance 9 per cent is actually borne by the Government). 

0 « tI,e . P r °blems that might arise in introducing and operating 
an effective control system in respect of working capital, mention 
may be made of the control of average working capital during 
a period, say one year, as against control of working capital 
as at various points of time within the same period. Due prima- 

reaSon f’ som etimes working capital require- 
S Sh ? easonal ***** and troughs with a wide range 

exeS'ont ” £ V itUation Control * sought to Ec 
wouM^Sv E? bas's of ., average workin S capital, then this 

lf nat even impracticable. But if 

pattern ? 5 equ f ,rement shows a steady and uniform 

f mUCh ° f SCasonal varia tions. control exercised 

, h " “L baS li of aVCrage workin g capital can be meaningful. Fur- 

he V1< ry-P° mt of the ^ of financing working capital, 

WovK e J°? ng requirement and utilisation might 

provide reasonably good basis for control. 

We may now come to the concept of effective working capital 
vis-a-vis actual working capital. Actual working capital means 
the working capital figure arrived at on the basis of the pub- 
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ishcd accounts. The effective working capital employed in the 
business might be much less because of the preponderence of 
old, non-moving or even slow-moving inventory, old and doubtful 
debts and also overdue creditors. Adjustments in these areas 
would be necessary to arrive at the effective working capital 
employed for initiating control actions to bridge the gap between 
the actual and the effective. Let us consider c simple real-life 
case of a reputable engineering company. 

W. C. LIMITED 

(A Case Study on Effective Working Capital vis-a-vis Actual 

Working Capital) 

The company is engaged in marketing its own manufacturing 
goods as also the agency items which are gouped as A & B. On 
an analysis of the past figures, discussions with marketing and 
production managers and other relevant facts, it has been estab¬ 
lished that the standard working capital requirement as percentage 
on sales should be: 


40% for A (manufacturing and marketing) 
15% for B (only agency items) 


The actual working 

capital employed as 

on 1 

*1-19x0 is as 

follows: 



(Rs. in lakhs) 


A 

B 

Total 

Inventory 

170 

100 

270 

Debtors 

270 

120 

390 


440 

220 

660 

Creditors 

9 • 

240 

i2C 

360 

• 

200 

100 

300 


On scrutiny it is further revealed that the effective working 
capital employed should be different from the above because of 
the existence of old inventory, old debtors and overdue creditors 
_the figures for which are as follows: 

> (Rs. in lakhs) 


Old Inventory 

Old debtors 

A 

15 

50 

B 

10 

20 

Total 

25 

70 


65 

30 

95 

Overdue creditors 

5 

5 

10 


60 

25 

85 
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The projected sales for 19X1 arc as follows: 

A B Total 

Owmmanufacturing (A) 300 100 400 

Agency items (B) 700 400 1100 

1000 500 \5G0 


Under the situations slated above the company's working 
capital requirement for 19X1 sales should be based upon the 
effective working capitaf as at present for A &. B which are 
140 and 75 respectively. Now if financing for the additional 
amount becomes extremely difficult, control action for the com¬ 
pany is to take up active measures for disposing old inventory, 
collecting old debts and liquidating overdue creditors. This would 
bridge the gap at least to a great extent between the effective 
and actual working capital employed and probably ease the 
19X1 finapeing problems. 

The next important concept in working capital management 
is overtrading and the reverse situation, viz., undertrading. 

Overtrading is a situation which might develop in a company 
when its responsibilities, orders and commitments come to be 
out of proportion to its available resources, specially the work¬ 
ing capital position. Overtrading is basically a malady, a disease 
caused partly from ambitious business ventures and more from 
defective financial planning. The diagnosis of such disease can 
be made with reference to the existence or otherwise of a few 
or all of the symptoms mentioned below: 

Symptoms of overtrading: 

(i) Dislocartion :of planned operational activities resulting in 
a hand-to-mouth existence. 

(ii) Borrowing at exorbitant rates of interest in an effort to 
set right the recalcitrant ways and means budget. 

(iiiT Breakdown of the most economical production schedule 
resulting in higher incidence of scrap and wastage, higher 
cost and deterioration in quality. 

(iv) Relaxation in inspection standards even at the cost of 
impairing a good name. 

(v) Upset in delivery schedules leading to loss of goodwill. 

(vi) Invocation by third parties of penalty clauses against the 
company in respect of orders accepted but not executed. 

• (vii) Rush purchases against higher prices especially of mate- 
. rials. 

(viii) Neglect of long-term and preventive maintenance, 
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(ix) Lowering of employee morale directly because of infringe¬ 
ment on their rights to fringe benefits (even compensation) 
and indirectly because of the general loss of goodwill of 
the company. 

(x) Significant cut in all expenses on personnel development 
(through training and other measures), research, moder¬ 
nisation, etc.—little spending on the future—with a con¬ 
sequent adverse effect on long-term growth of the enter- 
prise. 

• 

The prescriptions for the disease may be any one or more of 
three types, viz., palliative, predictive ajid preventive. A palliative 
would be to inject ‘intravenously’ some extra short-term finance 
into the organisation at least to overcome the immediate pro¬ 
blems and prevent the company from heading steadily towards 
death (liquidation). 

A predictive prescription implies improvement in the efficiency 
of financial planning and management so as to be able'to predict 
well in advance, before each important deal is entered into—the 
potential disease of overtrading—so that corrective actions can 
be initiated before the situation gets out of hand. 

A preventive prescription, on the other hand, would be a syste¬ 
matic financial planning and management including inter alia: 

(tf) Working capital requirement forecasts on short- and long¬ 
term basis and in a flexible manner to take care of several activity- 
alternatives. 

( h ) Arrangement of finance and/or regulation of activity levels 
based on (a) above. 

Undertrading is a situation just opposite to overtrading. The 
former is not so deadly a disease as the latter. Undertrading 
involves real and opportunity loss of income and profit. Under¬ 
trading may be due to internal factors (ultra conservative attitude 
to risk-taking, etc.) and also external factors (market constraints, 
etc.) 

Any discussion on working capital rftanagement would not be 
complete unless we say something about the effect of inflation 
on working capital. One such effect is on inventory, more pre¬ 
cisely, its valuation. Under the existing accounting practices, 
valuation of inventory is undertaken at cost or market price 
whichever is lower. Under the inflationary conditions, latest pur¬ 
chase price is always higher than the previous price of the mate¬ 
rials and goods and this latest price is taken for the purpose of 
valuation of all items. The result is that an element of secret 
profit is built in the inventory value. But tills secret profit is 
only monetary and that too, purely temporary—more a ‘myth’ 
than a reality! 
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Another important problem is that of internal generation of 
cash for financing increase in working capital needs during in¬ 
flationary periods. Let us study the following illustration. 

Illustration 4: Internal cash generation during inflation 


(Figures in Rs. lakhs) 




Current Year 

Subsequent 

• 


(without 

Year (20% 



inflation) 

inflation) 

Sales 


1000 

1320 

Total costs (without 




Depreciation) 


750 

990 

Depreciation 


50 

50 

Pre-tax profit 


200 

280 

Profit after tax 




(assuming tax at 60%) 


80 

112 

Replacement of Assets 


50 

60 

Working capital 




Inventory 

400 


528 

Book debts (net) 

250 


330 

Total 

650 


858 

Dividend paid 


50 

50 

Net Generation of 




(shortage in) cash 


30 

(156) 


In calculating the figures for the subsequent year, the follow’ 
fla 8 tio? UmPt, ° nS haVe bGen made ’ <besides that of 20 Per cent in- 


<i) 10 per cent real growth in turnover and total cost- 
UU amount of depreciation the same as in the current year; 
( i) the same type of assets replaced in the current year, also 
,. \ b® re P^ aced m the subsequent year. 

Uv) the same amount of dividend in the subsequent year as 
tor the current year. 


almLI *? 6111 from the ab ove analysis, all other things being 

W /1 a ® Same ’ exce P tin S the fact that the business is grow- 
rafir^ f P*. 06 ® 1, there is a considerable problem in the gene- 

exclusively due to 20 per cent inflation in the 
Subsequent year. The position will be quite critical even with 
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10 per cent inflation and much more alarming if the inflation 
rate happens to be higher than 20 per cent. 

5. Receivables Control 

Installation and operation of an effective control system with 
regard to receivable outstandings should include inter alia the 
following: 

(1) Development of a suitable credit policy, to be reviewed 
from time to time. This should include a clear definition of 
credit responsibilities and an adequate system for pin-pointing 
the same against each credit sale. 

(2) A proper system for continuous credit appraisal and eva¬ 
luation of credit-worthiness of present as well as potential custo¬ 
mers. This should include provision for varying credit limits 
to be granted to customers, matched also with varying levels 
of authorisation needed for granting such credit. Ideally there 
should be a graded system of credit limit for different categories 
of customers, so that higher credit can be granted only after 
this is authorised by a higher level executive. Also, for greater 
effectiveness, the credit authorisation system should be suitably 
wedded to a system of periodic cost-benefit analysis with respect 
to the granting of credit. 

(3) A provision for exception reporting especially in respect 
of old and overdue outstandings, so that a sufficient and advance 
warning signal can be provided before these become bad debts 
or debts of doubtful recovery. 

(5) A well-designed and well-oiled machinery for collection of 
receivables outstandings. This should also be subjected to a 
periodic review to ensure its continued effectiveness. 

Every company should have some policy in respect of the 
crediit 'terms it should allow its debtors. Strict adherence to 
such terms and maintaining an efficient collection machinery 
would prevent disproportionate accumulation of outstanding 
receivables and thus keep the working capital requirement on 
this account at an optimally low level. While most companies 
have some credit norms in respect of their customers, there is 
a wide divergence in many cases between such norms and 
actual practice. Similarly, there are quite a few companies 
which, even today, await duly signed delivery challans to come 
back from their customers, before sending them the invoices. 
The obvious result is the delay of at least fifteen days, even up 
to a month. And usually the credit period is calculated from 
the date the customer receives the invoice. This loss of fifteen 
days to one month is an additional credit period wittingly oi 
unwittingly allowed by these companies to their customers. 
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Here is a case history on receivables control dealing specially 
with the norm-actual divergence as stated above. 

ENGINEERING ENTERPRISE LIMITED 
(A Case History on Receivables Control) 

The finance group with the help of the electronic data pro¬ 
cessing department of the Company developed a reasonably 
detailed ‘programme’ for receivables analyses towards the end 
of 1972-73. Such analysis was made on a number of bases, viz., 
geographical (regiomwise and branch-wise), division-wise, 
product-wise, and customer category-wise (Government, non- 
Government. etc.). All these analyses were again made ‘age- 
wise’—current outstandings, outstandings for 3 to 6 months, out¬ 
standings for 6 to 12 months and outstandings for more than a 
year. The basic documents for all such analyses were obviously 
invoices. Suitable codes (customer codes, branch codes, division 
codes and product codes) were introduced ifor use in each invoice 
to facilitate handling. 

The analyses as above were sent to the executives concerned 
(regional managers, branch managers, divisional managers, etc.) 
in duplicate every month. Each of them was required to give 
his comments in the space provided and return one_copy to the 
head office (the second copy was to be retained by him for follow¬ 
up). The comments were to include the probable date of collec¬ 
tion, problems, if any, in the matter of collection, follow-up 
action taken or being contemplated, and so on. 

The direct benefit derived from this type of analyses and 
monthly review was that an all-India collection drive was ini¬ 
tiated, and a substantial amount of overdue outstandings could 
he collected within a short period. Thus without effecting any 
change in the credit policy of the company, the working funds 
position was improved significantly simply by reducing the gap 
between the credit norm and the actual credit allowed. In fact 
the receivables in absolute amount came down by 50 per cent 
(despite increase in turnover by 20 per cent) in 1973-74 as com¬ 
pared to 1972-73. And the improvement was real and continu¬ 
ing in nature. Besides this direct benefit, there were also some 
ancillary benefits no less significant than the direct one. Some 
of these were: 

(i) Inculcation of an all-round credit consciousness among the 
operating people; 

(ii) Quite a few bad debts and time*barred debts were brought 
to light as an eye-opener to the sales people. (They learn¬ 
ed from their past mistakes, a mistake of indiscriminate 
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selling without any assessment of the credit-worthiness of 
the parties); 

(iii) Cash flow budgets, hitherto going haywire, were put on a 
more realistic footing because of better estimates of recei- 
vables collection available from the executives’ comments 
on receivables analysis statements (‘guestimates’ replaced 
by ‘estimates’!); 

(iv) A shift in emphasis from pure selling to profit-oriented 
marketing thrust, taking credit as an important parameter 
in all selling decisions; 

(v) Need for improvement in quality and features of some of 
the products was felt urgently (since collection in such cases 
had been held up on the ground of doubtful quality). 

Needless to say, all these factors contributed directly and in¬ 
directly to the profitability and image of the company, besides 
improving the financial position. 

6. Marketing Inventory Control 

Many tools and techniques have been developed for inventory 
management and control. These are by and large applicable to 
all types of .inventories, viz., raw materials, work-in-process and 
finished stocks. A successful adoption of such inventory control 
techniques would go a long way in putting inventory management 
on a sound footing and reducing thereby the working capital 
requirement on this score. 

ABC analysis is an effective tool of inventory control. Through 
ABC analysis each item of inventory is categorised as A, B, or 
C depending on its relative importance judged by its unit and/ 
or transaction value during a period. Usually, very few items 
(say 10 per cent) come under category ‘A’ but these items may 
represent 70 per cent ,to 80 per cent of total inventory value. Simi¬ 
larly, some 20 per cent of items (grouped as ‘B’) might represent 
about 20 per cent of value. And balance 70 to 80 per cent of 
items are grouped as ‘C’ since they represent only about 10 per 
cent of total value. Such analysis immensely facilitates control 
of inventory by the ‘principle of exception’ since greater time and 
effort can be spent on a few items but with higher values. ABC 
analysis is in fact based on a sound and commonplace concept- 
one should concentrate on a few items or areas which influence 
the total result significantly. The famous Economic Law of Pareto 
also emphasizes the same thing— 15 per cent of the cause produces 
perhaps 85 per pent of the effect. 
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ABC ANALYSIS 



The next simple and effective set of techniques of inventory con¬ 
trol is establishment of inventory level norms to watch closely and 
control the actual levels against such norms. 

Inventory levels are mainly of four types, viz.. 


Maximum level 
Minimum level 
Re-order level 


Average level 


— the level above which stock should not 
be allowed to rise. 

— the level below which slock should not 
be allowed to fall. 

— the level between maximum and mini¬ 
mum levels which indicates, and initiates 
action regarding, placement of purchase 
requisition or processing of purchase 
order. 

— the average of the minimum and maxi¬ 
mum levels. 


In respect of each A item of inventory, and if possible each 
a item as well, the above inventory levels should be determined 
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and reviewed from time to time. For ready reference and more 
effective control at the stores itself, these levels should be indi¬ 
cated on the respective bin cards of the materials or items of 
finished good. There are various methods of arriving at 'the in¬ 
ventory levels. A simple set of formulae is given below: 

Re-order Level: 

Maximum consumption per period X maximum period re¬ 
quired for delivery. 

Minimum Level: 

Re-order level — (normal consumption per period x aver¬ 
age period required to obtain delivery); 

Maximum Level: 

Re-order level + Re-order quantity — (minimum consump¬ 
tion during the period X minimum time required for deli¬ 
very) 

Average Level: 

\ (minimum stock level 4- maximum stock level) 

(Note: Period may be in terms of days, weeks, months, etc.) 

Illustration 5: Inventory Level Norms 

Data: 

Recorder quality 
Time required for delivery 
(i.e. minimum 2 months, average 
3 months, and maximum 4 months) 

Maximum consumption p.m. 

Normal consumption p.m. 

Minimum consumption p.m. 

Workings: 

(a) Re-order level: 

125 X 4 = 500 units 

( b) Minimum level: 

500 — (100 X 3) = 200 units 

(c) Maximum level: 

500 + 600 — (50 X 2) = 1000 units 

(d) Averaee level: 

£ (200 + 1000) = 600 units 

Next in the list of inventory control techniques is economic 
order quantity (E.O.Q). While re-order level indicates when to 
buy, E.O.Q. should indicate how much to buy at a time. E.O.Q. 
represents the most favourable quantity to be ordered each lime 
fresh supplies are required. E.O.Q. may be arrived at with the 


600 units 
2 to 4 months 


125 units 
100 units 
50 units 
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help of a formula and also by tabulation method. Both these 
approaches are illustrated below: 

Illustration 6: Economic Order Quantity (E.O.Q) 


Data—Monthly usage 25 units; cost of placing and process¬ 
ing one order Rs. 30; cost of materials per unit Rs. 25; cost 
of carrying inventory 20 per cent p.a. of inventory value. 


K.O.Q. 

EO.Q 


with the help of formula; 

2QC Where 

1 


2 x 300 x 30 
5 


Q = annual requirement 

in units 

C = cost of placing & 

processing one order 

I = annual carrying cost 

of one unit 





Thus the E.C.Q. is 60 units (i.e., five orders per year at the 
rate of 60 units each time). The same results may be arrived 
al with the help of a table as shown below: 


No. of Units Value per Average Inventory Order etc. Total 

orders per order at Inventory carrying cost at cost 

Pd" yr. order Rs. 25 value (f cost at Rs. 30 

per unit of total 20% 

value) 




Rs. 

Rs 

• 

Rs 

• 

Rs. 

Rs. 

\ 

300 

7500 

3750 

750 

30 

780 

2 

150 

3750 

1875 

375 

60 

435 

3 

100 

2500 

1250 

250 

90 

340 

4 

75 

1875 

937 

188 

120 

308 

5 

60 

1500 

750 

150 

150 

300(Min.) 

6 

50 

1250 

625 

125 

180 

305 

8 

37.5 

938 

469 

94 

240 

334 

10 

30 

750 

375 

75 

300 

37$ 


There are also some simple techniques of operations research 
being increasingly used in the area of inventory control. We 
rnay briefly indicate here two such techniques, viz., risk balanc - 
,n S and exponential smoothening. 
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Risk Balancing Technique: Very often, in determining the 
right inventory level, one has to balance the risk and consequently 
the cost associated with holding high inventory level on the one 
hand and loss of contribution or profit due to stock-out in the 
event of holding lower inventory level, on the other. The simple 
risk balancing technique may be adopted to determine the opti¬ 
mum inventory In such a situation. Let us take one illustration: 

A**#*- 

Illustration 7: Risk Balancing Technique 

Data—Average sales per month 2400 unit + 10%: order for 

the entire monthly requirement to be placed right at the beginning 
of the month; loss of contribution per unit due to stock out Rs. 70; 
Inventory carrying cost p.m. Rs. 10 per unit. Wc may determine 
the optimum order size (X) under the above situation with the 
help of an equation as follows: 

70 (2640 — X) = 10 (X — 2160) 

By solution, X = 2580. 

This means that at 2580 units of order per month, the cost 
of holding inventory and stock out cost for not holding the 
same are balanced. 

Exponential Smoothening: Sometimes it may be difficult to 
forecast monthly or periodic requirement of inventory for pro¬ 
duction or for sales In such a situation this technique may be 
adopted. 

The idea is to start with a set of estimates and put monthly 
actual figures and progressively update and refine the original 
estimates. That is, with the help of the actuals month to month, 
the estimates can be improved from time to time. To apply the 
technique a constant factor called K is to be determined and 
used for correction of the estimate. This requires some mathe¬ 
matical treatment. But even if K is assumed to be 0.3, broad 
forecasts on the basis of exponential smoothening may be pos¬ 
sible. A simple illustration follows: 

Illustration 8: Exponential Smoothening (Sec Table on next Page): 

We* conclude our discussion on inventory control techniques 
by emphasising that all the simple techniques discussed and illus¬ 
trated above are equally applicable to raw-materials of all types, 
tools and spares and also finished stock at all selling points. 
Only some minor modifications may be required at the time ot 
application. 
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Sales units per month 

Original Actual Estimate revised 

estimate figure based on actual of 

previous month 

January 100 90 

February 110 100 110+K (90—100) 

= 107 


March 120 115 120-J-K (100—107) 

= 118 


Note 


i) Assumed K 
= 0.3 

ii) Revised 
estimate 107 
arrived at 
before actual 
100 is known 
Revised 
estimate 118 
arrived at 
before actual 
115 is known 


7. Tandon Committee Norms 

In the concluding part of our discussion on working capital 
we are quoting the norms for inventory and receivables suggested 
by the ‘Study Group to Frame Guidelines for Follow-up of Bank 
Credit’ (also called Tandon Committee). It may be noted here 
that the figures shown against columns 4 and 5 are of direct 
concern to marketing executives, since against these two columns 
have been indicated the combined norms of finished goods and 
receivables in respect of fifteen industries. 


Industry 

Raw 
materials 
(including 
stores and 
other items 
used in the 
process of 
manufac¬ 
ture) 

Stocks in 
process 

Finished 

goods 

• 

Receiva¬ 
bles* and 
bills pur¬ 
chased and 
discounted 

O) 

(2) 

(3) 

(4) 

(5) 

(») Cotton 

2 Cotton 

I (Compo¬ 

• 

2i 

and 

(Bom¬ 

site 



Synthe¬ 

bay and 

textile 



tics 

Ahme- 

mills) 




dabad 

area*) 


X 
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2 

3 (Eastern 

areas— 
Bihar. 
Orissa. 
West 
Bengal 
and 
Assam 
21 (Other 
than the 
above 
areas) 

2 Other 
raw 
mate¬ 
rials 


j 

1 (other 
mills) 


(ii) Man¬ 
made 

Fibre 1i 

(iii) Jute 

Textiles 2| 


x 

4 


(iv) Rubber 

Products 2 * 

(v) Ferti¬ 
lisers i (Units Ncgli- 

(a) for near 8 ,ble 

nitroge- refinery) 

nous 
plants 

11 (Units 
away 
from 
refinei y) 


(6) For 2 (Units Ncgli- 

Phos- in port gible 

phatic areas) 

plants 


1 (for 
domestic 
sales) 
and 
1* (for 
exports) 


1 (Where 
stocks 
are in 
plant 
site) 
(Where 
stocks 
are also 
in up- 
country 
centres) 
1 (Where 
stocks 
are in 
plant 
site) 
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l 


■> 


3 


4 


5 


(vi) Phar¬ 
maceu¬ 
ticals 

(vii) Dyes 
and 
Dyes¬ 
tuffs 

(viii) Basic 
Indus¬ 
trial 
Chemi¬ 
cals 

(ix) Vege¬ 
table and 
Hydro¬ 
genated 
Oils 

(x) Paper 


(xi) Cement 


3 (Units 


li (where 

away 


stocks 

from 


are also 

port 


in up- 

areas) 


country 

centres) 

2 

i. 

2 


2 { 

1 

4 

2-1 

1 . 

1 


Negli¬ 

gible 

2-6 Bamboo 

Negli¬ 

l (For 

and 

gible 

control¬ 

Wood 


led sales 

(to be 


and 

built up 


1 (For 

in stages 


free 

from 


sales) 

Novem¬ 
ber to 

May and 
there¬ 
after 
to be 
brought 
down) 

24 Chemi¬ 
cals 

21 Gypsum 

* 

1 

11 Lime¬ 
stone 

1 Coal 






l 


i 


\ 
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(xii) Engg. 
Auto¬ 
mobiles 
and . 
Ancil- 
laries 

(xiii) Engg 
con¬ 
sumer 
Dura¬ 
bles 

(xiv) Engg 
Ancil- 
laries 
(other 
than 
automo¬ 
bile and! 
laries) 
and 

Compo¬ 

nent 

Sup¬ 

pliers 

(xv) Engg 
Machi¬ 
nery 
Manu¬ 
facturers 
and 
other 
Capital 
Equip¬ 
ment 
suppliers 
(other 
than 
Heavy 

Engg.)** 


1| Packing 
Mate¬ 
rials 

l 

4 
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Notes: 

(i) Raw materials are expressed as so many •months’ consumption. 
They include 6tores and other items used in the process of manu¬ 
facture. 

(ii) (a) Stocks-in-process are expressed as so many months’ cost of 

production. 

(6) In individual cases, the bank may deviate from the norm 
for stocks-in-process if it is satisfied that the actual process 
time involved in any particular unit, say, in view of the 
nature of production, past experience and technology em¬ 
ployed, is more than the norm suggested. 

(iii) ' (a) Finished gcods and receivables are expressed as so many 

months’ cost of sales and sales respectively. These figures 
represent only the average levels. Individual items of finished 
goods and receivables could be for different periods which 
could exceed the indicated norms so long as the overall aver¬ 
age level of finished goods and receivables docs not exceed 
the amounts as determined in terms of the norm. 

• *(h) The norm prescribed for receivables relates only to inland 
sales on short-term basis (i.e. excluding receivables arising 
out of deferred payment sales and exports). 

(iv) Stocks of spares are not included for norms, since in financial 
terms they are not significant in many industries. Banks will 

ascertain requirements of spares for individual units. They should. 

• 

however, keep a watchful eye if spares exceed 5 per cent of total 
inventories. 

••(v) Heavy engineering will include supply of whole or substantial 
plants involving long manufacturing period, i.e., sugar, cement, 
steel and textile plants. 


Two More Case Histories on Working Capital Management 

C. G. LTD. 

(A Case History on Inventory and Credit Policy 
Vis-a-vis Turnover Growth) 

A group company engaged in diversified engineering trading 
activities had been following all along a tight inventory and credit 
policy. When the Study Group (Tandon Committee) recommenda¬ 
tions were published it was found that the company had been 
operating with an average inventory and receivables much below 
the level recommended by the Tandon Committse. The company 
had been also following all through a profit centre system on a 
full cost basis including the provision that the profit earned by 
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a profit centre would be determined after charging interest on the 
company s funds used by the profit centre on the following basis: 

Month-end inventory—Prevailing rate of interest charged on 
bank overdrafts; Receivables up to 3 months—Same bank in¬ 
terest rate. Receivables between 3 and 6 months—Bank inte¬ 
rest rate plus 3 per cent penal rate of interest; Receivables 
beyond 6 months—Bank interest rate plus 6 per cent penal rate 
of interest. 

Towards the end of 1975 some of the profit centre heads main¬ 
tained that it was difficult on their part to achieve the high 
growth rate in turnover, budgeted earlier, with the tight inven¬ 
tory and credit policy being followed by the company. They 
maintained that they were losing substantial business to competi¬ 
tion since competitors could deliver the goods oft the shelves and 
also since they were allowing credit to the customers for 60 days 
or even more. This company on the other hand could not de¬ 
liver the goods on the spot nor could they allow that much 
credit to match competition. The executives, therefore, made a 
strong plea for liberalisation of inventory and credit policy in 
the interest of achieving higher sales turnover. They also main¬ 
tained that they were prepared to bear financial charges on in¬ 
creased inventory and outstandings under the existing basis, since 
they were confident that with increased margin on higher sales 
they could generate higher profit even after charging such finance 
cost. The corporate management found some sense in their 
arguments. And obviously before taking a decision in the matter 
the Finance Division was consulted. 

According to the Finance Division the fact that the company 
had been holding tight control on inventory and receivable* 
had been instrumental to the company’s growth with profita¬ 
bility, specially in the context of increasing cost of finance. 
Any liberalisation in the inventory and credit policy might bring 
in its train loose control and consequent lack of efficiency in 
operation. The finance people also maintained that as per the 
Tandon Committee recommendations no company would be 
allowed to accumulate inventory or allow credit disproportionate 
to the operation as compared to the recent past. That is. a 
company which had been operating efficiently with certain in¬ 
ventory and receivables levels should be asked to maintain the 
same level and the banks would not encourage a significant 
rise in the levels. In fact additional bank finance would not 
be available under such circumstances even though the company 
could establish that they would still be within the Tandon Com¬ 
mittee norms with the increased inventory and receivables levels. 
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As regards profit centre heads, contention that they would 
bear the financial charges on account of increased inventory 
and receivables, the Finance Division observed that the finan¬ 
cial charge was an internal charge levied for the purpose of 
performance evaluation and control in respect of various profit 
centres. But additional funds had to be generated to meet the 
increased working capital requirements. The fact that the exe¬ 
cutives were willing to bear the financial charges would not help 
in any way the generation of additional funds. 

It was a crucial decisional problem for the management. A 
meeting was therefore arranged between the profit centre heads 
and the senior finance personnel. Some of the executive direc¬ 
tors also attended the meeting. The decisions taken in the 
meeting were all intended to strike a golden mean between the 
apparently conflicting and widely divergent issues. Some of the 
decisions were as follows: 

1. The profit centre heads would exercise adequate discre¬ 
tion in the matter of inventory holdings as also granting 
of credit. Both these should be oriented towards higher 
sales and increased capital-turnover ratio. 

2. Old, non-moving and slow-moving inventory would be 
identified and disposed of even at very low prices and 
the funds so released should be syphoned back to the 
growth sectors in the operations. 

3. A collection drive would be instituted in respect of all 
old outstandings (beyond 6 months) and an attempt should 
be made to collect these even after offering attractive 
discounts to customers and the funds so released would 
also be channelised to the growth sectors in the opera¬ 
tions. 

4. The management information system of the company 
should be improved in respect of (inventory and receiva¬ 
bles so that both the finance people and the operating 
people could keep a continuous watch on the emerging 
trends in these areas, and accordingly undertake in time 
suitable control actions to ensure efficient operations on 
a continuous basis. 

G. D. LTD. 

(A Case History on Disposal or Holding of Non-Moving 
Inventory—A Problem of Goal Congruence) 

A medium-sized engineering company operating as a unit of 
a highly diversified group company found itself saddled with u 
huge stock of forgings and castings which would no longer be 
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required since there had been significant change in product- 
mix. The accumulation of these unusuable inventory was 
essentially due to improper inventory planning and control at the 
unit level as also lack of co-ordination between marketing and 
production. It was estimated that the actual total cost of such 
non-moving raw materials was Rs. 20 lakhs. Both the unit 
manager and -the corporate management were deeplv concerned 
as to how this inventory should be disposed of. Incidentally, the 
company was operating a profit centre system under which each 
manager was responsible for the net profit earned by the unit or 
activity under his control. This net profit was calculated on a 
full cost basis and after charging interest month to month on the 
company's funds used in operations, at the prevailing rate of in¬ 
terest charged on bank overdrafts. 

It is common knowledge that in case of non-moving inventory 
like this there are broadly two types of costs involved, viz., visible 
cost and invisible cost. Visible cost is actually the inventory carry¬ 
ing cost which was around 20 per cent per annum in this case. 
Invisible cost is actually the opportunity loss which could be 
worked out on the basis of capital turnover ratio (found to be 
4 times for the company as a whole) and the P/V ratio (esti¬ 
mated to be 20 per cent for the company as a whole). Based 
on these the Management Accountant made a financial study. 
Assuming cost of inventory to be Rs. 100, the break-even price 
for its disposal (Rs. X) was worked out to be Rs. 45, with the 
following formula: 

X = 100 .— (20% of 4X 4- 20% of 100). 

It was accordingly recommended that if the inventory was dis¬ 
posed of at any price higher than Rs. 45 at the beginning of 
the year, that would be financially justified for the company as a 
whole, since the money so realised could be used in other opera¬ 
tions during a full year in order to generate some additional con¬ 
tribution which would also be the additional profit (fixed cost 
being already recovered). 

The manager of the unit, however, objected to the disposal of 
the stock at throw-away prices since that would mean about 
Rs. 11 lakh loss (or somewhat less, depending on the actual dis¬ 
posal value of the materials) for his unit in one single year. If 
this decision was not taken then his loss would be only Rs. 4 
lakhs (inventory carrying cost of 20 per cent on Rs. 20 lakhs) 
each year on this score. 

The unit manager was correct in his viewpoint since the benefit 
out of the disposal of the stock would accrue to the other units 
within the group (depending on the group’s decision to utilise 
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Annexure 1 


INTERNATIONAL MARKETING OPERATIONS 

I. What is International Marketing; 2. Export Incentives; 

3. Statutory and other Bodies which Control Exports from 
India; A. Financial Management in Export Operations; 

5. Long-range Planning and Budgeting; 6. Other Related 
Issues. 

I. What is International Marketing? 

International marketing operations are basically the same as 
domestic marketing operations, except for the following: _ 

(d) The area (or market place) of the marketing operation is 
considerably greater than that of the domestic market. 

(b) The process of indentification of markets for different 
products as well as products for different markets would vaty 
considerably. In other words, product A can sell very well in 
countries B. C and D, but may not sell at all in countries E, 
F and G, although after a survey one may feel that requirement 
of this product exists in countries E, F and G also. 

(c) Much attention has to be given to legal aspects, viz., various 
import, exchange and other regulations, which, if not taken Inlto 
account, may thwart all marketing efforts. 

(<TS Various political factors influence to a very large extent 
international marketing operations. These include politi¬ 
cal hostility, or otherwise, internal political situations in various 
countries, nature of Government, bureaucracy, trade agreements 
and other economic ties between various countries, etc. 

(e) Almost similar is the influence of economic factors. Some 
of these are the state of economies funder-developed, develooing 
or developed, agricultural, industrialising or industrialised, etc.), 
national income, family income and per capita income, free eco¬ 
nomy, economy under reasonable controls or rigidlv controlled eco¬ 
nomy, foreign exchange reserves, trade balance, balance of pay¬ 
ments position, etc. 

(f) Cultural environment would also affect marketing. Spe¬ 
cially, the type of people, their habits and preferences, traditions 
and taboos would determine not only the products that would be 
sold, but also the different manner in which these have to be 
marketed in various countries. 

(g) Even climatic conditions prevailing in various countries 
affect the nature and timing of international business. Sometimes 
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constraints with regard to shipping, international rules and res¬ 
trictions in this as well as other areas also influence international 
marketing operations. 

U wiil be seen, therefore, that all the above factors, varying 
as they do from country to country, bring in innumerable vari- 
ables and consequently, a much greater degree of uncertainty 
is built into international marketing operations as compared to 
those prevailing in the domestic marketing operations. 

Developing an appropriate marketing mix, covering product, 
price, promotion, placement, etc. in respect of each country is 
a very complicated exercise and this exercise has to be under¬ 
taken separately for each country with export potential. As 
Kotler has rightly stated, a business enterprise is either pushed 
or pulled into international marketing due to lack of oppor¬ 
tunity in the home market or inviting opportunities abroad, as 
the case may be. Judged from the Indian context, however, we 
feel that both these factors, viz., push and pull, have come into 
play. As a result, without necessarily abandoning the home 
market, businessmen are trying hard to penetrate into the over¬ 
seas markets. And there are two factors which provide sufficient 
motivation in this respect, viz., (a) ever-expanding marketing 
opportunities abroad, especially for non-traditional exports and 
( b ) Government incentives of varied types to promote exports 
to earn valuable foreign exchange for the nation. Because of 
these two factors it has been seen that, in quite a few cases, 
the growth rate in export operations has been spectacular. For 
example, the author who associated with the export operations 
of a large company in India whose annual exports had gone 
up from Rs. 40 lakhs to Rs. 40 crores in a period of 5 years. 
It is left to the reader to calculate the average annual percentage 
rate of growth! 

2. Export Incentives 

To promote exports from India there are various types of 
incentives available, which are as under: 

(a) Finance available at interest rate lower than the normal 
bank rate in the form of packing credit to purchase raw 
materials for the manufacture of products to be exported; 

( h ) Re-finance for extending credits to overseas parties avail¬ 
able at reasonably low rate of interest; 

(c) Bill discounting fac’Iitv (post-shipment credit) of overseas 
invoices available at relatively low rate of interest; 

( d ) Income-tax benefits, as per Sec. 35B (Exports Market Deve¬ 
lopment Allowance) of the Income-tax Act 1961 for certain 
types of expenditures incurred for export operations; 
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(e) Assistance for overseas publicity; 

(/) Exemption of certain direct sales tax—State or Central: 

(g) Exemption of excise duty 01 refund of excise duty paid on 
the goods exported. 

(h) Cash assistance at certain fixed rates for a number of items 
available to compensate the Indian exporter for the higher 
cost of raw material he has to incur, mainly due to multi¬ 
point taxation in India, and also to provide him with 
certain amount of competitiveness, as compared to his 
international competitors. 

(/) Facility- for importing raw material and components for 
manufacturing the products to be exported and also re¬ 
plenishing the stocks of the manufacturers which have been 
diverted for use in the manufacture of the goods for 
exports; 

(/) Insurance at a very low rate of premium for credits ex¬ 
tended by the exporter to the overseas party. 

In addition to the above, there are a few additional incentives 
in the form of licences for import of raw material, components 
and spares available to some specified exporters, i.e., export 
houses, which are basically organisations specialising in export 
of their own products as well as products manufactured by 
other parties. Depending on the proportion of own products 
to others’ products, an Eligible Export House (E.E.H.) is clas¬ 
sified as either a Manufacturing Export House or a Merchan¬ 
dising Export House. 

There is also a new trend of setting up Export Processing 
Zones, especially for electronic products, to take advantage of 
India’s relatively cheap labour, which gives an edge over others 
and an opportunity of exporting such items even to advanced 
countries. After a rather unsuccessful experiment sometime ago 
at Kandla in Gujarat, recently a successful effort has been made 
by setting up the Santacruz Electronic Export Processing Zones 
(SEEPZ) m Bombay. 

3* Statutory and Other Bodies Which Control Exports from India 

These are enumerated below: 

(f) The Ministry of Commerce is the basic policy-making 
authority with regard to exports out of India. 

(o) The Office of the Chief Controller of Imports & Exports, 
New Delhi, which «s a wing of the Ministry of Commerce, issues 
the Import Trade Control (I.T.C.) volumes every year, which give 
complete details of the broad framework of export operations from 
India. These volumes also include the list of products that can be 
exported and not exported out of India. 
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(c) The Reserve Bank of India lays down the basic terms of 
financial transactions for export operations and defines these in the 
Foreign Exchange Control Manual published by them. 

(d) The Indian Customs, by virtue of powers given to them, 
verify and govern all imports and exports that are being made, 
consistent with the I.T.C. and R.B.I. regulations. 

(e) The Federation of Indian Exports Organisation is the apex 
body for all exports from India. This acts as the advisory body 
to the Government of India in all matters of exports. 

(/) There are various Export Promotion Councils for different 
groups of products, viz.. Chemicals, Engineering and other pro¬ 
ducts. They assimilate relevant market and other data and pass 
on these to the various exporters and in general assist exporters. 

(g) Certain public sector undertakings like State Trading Cor¬ 
poration and its subsidiaries, etc. control a large portion of India’s 
exports. Quite a few items like sugar, steel, handlooms, etc., are 
in the canalised list and these have to be necessarily exported 
through such agencies. 


4. Financial Management in Export Operations 

Financial management basically consists of the following: 

(a) Before entering into each contract the exporter has to 
ensure proper terms of payment from the overseas buyers. 

( b ) The exporter has also to ensure availability and proper 
use of all the funds, at relatively low rates of interest, granted 
by banks as per the Government guidelines. Most important of 
these, as stated earlier, are packing or pre-shipment and post¬ 
shipment credits. 

( c ) The exporters should exercise adequate control over the 
utilisation of these funds so that the goods are manufactured 
within the validity of the Letters of Credit and shipments effected 

and pavments realised in time. 

(d) Booking forward exchange wherever applicable and spe¬ 
cially when a certain currency is fluctuating, is very important 
in the efforts toward reducing or eliminating exchange losses. 
To this end, the exporter’s knowledge of international currencies 
and their fluctuations up or down must be updated constantly. 
The best way would be to book forward exchange when the 
value of the Rupee shows a tendency to improve vis-a-vis .the 
foreign currency. Similarly, when the value of Rupee is deterio 
"vis-a-vis a foreign currency, booking of orwarf exchange 
should be avoided. Since the order is usuaffy booked in a 
foreign currency the exporter’s realisation in Rupee* has to be 
protected by booking forward exchange or avoiding the same. 

as necessary. 
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5. Long-Range Planning and Budgeting 

It is an accepted fact that in the international marketing opera¬ 
tions accurate long-range planning and budgeting cannot always 
be feasible because of the constant changes in the international 
sphere. However, it is essential that long : range planning and bud¬ 
geting should be made, even if the projections tend to be incorrect, 
otherwise it would be very difficult to plan in advance the direc¬ 
tions one intends to take. There are many ways of making a 
budget and framing a long-range plan. The ideal way is to 
analyse the known facts and the previous 2-3 years performance 
and using them as guides to develop the budget and sales plan¬ 
ning for the current year. After taking into account the technical 
advancement of the products and tentative forecasts as to oppor¬ 
tunities in the international sphere, a set of further project*ons 
may be made for the next five years. By adopting the rolling 
plan concept these projections may be reviewed and updated 
every year. 

The [first year’s budget should be broken up into quarters and 
the second year’s budget should be broken up into six-monthly 
periods. The concept of rolling plan should be followed even 
for the current year and the budget of every quarter should be 
reviewed with the actual figures, so that the budgeting process 
provides a basis for automatic and continuous adjustments of 
expected results vis-a-vis progressive actual results. 

A close watch should be kept all the time on the demand 
for the products and their suitability vis-a-vis competition and 
various factors like world-wide economy, types of people, their 
habits, fashions, technological developments and obsolescence, 
climatic conditions, etc. of various countries, and these should 
be.taken into consideration before developing and updating the 
budgets and sales plans, since any one of these factors could 
completely vitiate these plans. . . 

6* Other Related Issues 

We will endeavour to briefly cover here a few important aspects 
related to international marketing operations. 

(i) Organising the Export Function: A company can handle 
the export function in two ways, viz., through a separate depart¬ 
ment or division or by floating a separate company exclusively 
for handling export operations. For smaller organisations the 
first alternative, viz., divisional operation, would be economical, 
while the company type operaition could provide a great deal of 
flexibility, and consequently improved effectiveness, m the export 
operations of relatively big organisations. Small organisations. 
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\*ith rather low figures of annual exports, may find it uneconomi¬ 
cal lo handle exports by themselves. It is advisable for them 
to route their exports through an eligible export house, even by 
paying to them some service charges. 

(ii) Marketing Research: Just as in domestic marketing, 
marketing research is equally important, if not more, in case of 
export operations. While the tools and techniques of market 
research would be by and large the same, it would be better, 
specially for a big organisation, that a separate person or team 
exclusively handles this job. It is also important that systematic 
market surveys are undertaken regularly. Development of a 
comprehensive marketing intelligence bank and constantly up¬ 
dating the same through systematic marketing research are condi¬ 
tions precedent to the framing up, review and changes in export 
marketing strategies from time to time. 

(iii) Export Pricing: This has been discussed in Chapter 17. 
Only one observation needs to be made here. Sometimes, to effec¬ 
tively penetrate into the international markets in respect of a 
product, it may be necessary to develop a pricing package covering 
both domestic and export operations. This would be essentially 
based on marginal costing approach. Provided an effort is made 
to recover all the fixed costs out of the domestic marketing opera¬ 
tions, to that extent export price of the same product could be kept 
low and the product would become competitive in the international 
markets. This is very important particularly at the initial stage 
when the product has to get a foothold in the overseas market. 
Needless to say, whatever contribution could be earned even at this 
relatively low price would straightawav add to the company’s profit, 
all the fixed costs having already been recovered through the 
home sales of the prod"ct. 

fiv) Cost and Profit Forecasting: To ensure that each specific 
deal earns some profit or at least makes some positive contribu¬ 
tion. it is imperative that before the exporter enters into a con¬ 
tract he should be able to forecast, as accurately as possible, 
the cost and profit in respect of the contract. Tn this exercise 
all direct and relevant costs have to be taken into account with 
a built-in escalation factor to lake care of the likely cost in¬ 
creases between the date of the contract and actual purchase 
or manufacture of the goods. However, sometimes it may be 
necessary, on some important marketing considerations, to effect 
exports at a price below marginal cost. In such a case such 
marketing .considerations should be spelt out and an attempt 
should be made to quantify the benefits that are likely to accrue 
in future because of the current investment in terms of sales at 
below marginal cost. 
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(v) Quality Assurance: Quality is perhaps the most impor¬ 
tant consideration in all export transactions. It is to be noted 
that quality is important for the nation as a whole, just as it is 
for the individual exporter, since if the reputation of the exporter 
is damaged by exporting poor quality products, the credibility of 
ihe other exporters and the country as a whole would be lost 
in the concerned overseas market. It is, therefore, imperative 
that exportable products are subjected to the most rigorous 
inspection and checking for quality before they are shipped. 

(vi) Publicity and Promotion: International markets are 
highly competitive in nature. More often than not, purchases are 
made by overseas parties not just on price and quality considera¬ 
tions. That is where publicity and promotional efforts come in. 
Besides personal promotions through well-planned sales promo¬ 
tion travels, etc., the exporter has to make sure that he and his 
products are represented suitably in all major international fairs, 
technical conferences, etc. Promotion plays a vital role, parti¬ 
cularly in exporting fashion items and as it happens India is one 
of the major exporters of fashion and fancy goods. 

(vii) Export Procedures and Documentations: There are 
many procedures and formalities to be complied with regarding 
exports. Simultaneously, a considerable volume of documentation 
work is involved, e.g., preparation of commercial invoices, bills 
of lading, insurance certificates, bills of exchange, documentation 
for packing and post-shipment credits, procedures for credit gua¬ 
rantees, etc. It has been observed that the paper work involved 
in completing all such formalities and documentation is five times 
as much in the case of an export deal as compared to an equivalent 
home sale deal. It is ‘necessary, therefore, to systematically 
organise, within the export department, a cell with well-trained 
staff to take care of all these procedural requirements and 
documentation. 

(viii) Keeping track on Incentives: Unlike home sales where 
the total realisation is complete as soon as full collection is made 
against the invoice, in case of export sales, realisation comes in 
piecemeal and from various sources and authorities. Therefore, 
the profit against a particular deal is not actually earned just by 
realising the invoice value from the overseas party. The various 
incentives and benefits have also to be collected from different 
authorities against each specific deal. It is, therefore, absolutely 
essential that an adequate and foolproof system is developed and 
put into operation to keep track of the realisation of all these 
incentives and benefits in time. Systematic follow-up in this re¬ 
gard is important because the period of such realisation ranges 
from three months to about three years after an export is effected. 
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(ix) Cash vs. Accrual Basis of Accounting: It has been seen 
that an export house very often lands itself into confusion as 
regards these two bases of accounting, primarily because of the 
relatively long time period required for realisation of all export 
benefits. A well-knit accounting system with clear guidelines in 
this area is, therefore, a must so that the accounting function 
can run smoothly and docs not become too complicated. 

(x) Inventory Control: Ordinarily inventory control does not 
pose a big problem in export operations mainly because inventory 
is built up only against specific export orders and. 'therefore, only 
for specific quantity or volume as per requirement. But there are 
situations when inventory of standard products may have to be 
built up in anticipation of export orders and also to effect quick 
delivery to the overseas customers and thereby ensure an edge 
over competitors. In such situations, a close watch has to be 
kept on the inventory levels, particularly if the inventory is such 
that it cannot be diverted to home sales or to any other alter¬ 
native uses. 

(xi) Receivables Control: Although a relatively longer 
credit period is allowed in case if exports as compared to that 
of home sales, collection of outstandings may not pose any big 
problem if such credits are granted against letter of credit or is 
covered under a suitable credit guarantee scheme. Extreme care 
is to be taken to ensure that credit is granted only after taking 
such precautions, unless the exporter is absolutely certain about 
realising the money from his overseas customer. Thus the in¬ 
cidence of bad debts would be eliminated or reduced to the 
minimum. As a matter of fact, bad debts in export sales are 
very low as compared to those in the domestic sales. 

(xii) Performance Evaluation: Because of the complicated 
nature of export operations and the rather intricate process 
through which profits or losses arise out of such operations, it is 
necessary that the basis of evaluation of performance in export 
operations should be different from that adopted in respect of 
domestic operations. If the tools like profit centre system or 
investment centre system is adopted for evaluation of perfor¬ 
mance, a great deal of adjustments would have to be made in 
arriving at the real profit or loss figures, and the real amount ot 
funds employed, from the point of view of performance evalua¬ 
tion. Return on Investment (R.O.I.) for performance evaluation 
purpose would, therefore, be different from the R.O.I. as worked 
out directly from the accounting data. Adoption of such differ¬ 
ent basis, consistent with the different type of operations as 
export is, is very important to ensure objective evaluation ot 

performance in this sphere. 
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QUESTIONS BANK 

PART A — PRINCIPLES AND CONCEPTS 
General Introduction 

1. Examine critically three oft-quoted definitions of Marketing. 

2. Discuss what according to you should be the purpose .and role 
of Marketing in a developing economy like India. 

3. Attempt short explanatory notes on: 

(а) Market Profile 

(б) Consumers Market vs. Industrial Market 
(c) Market Segmentation 

(</) Market Growth and Market Share 
(e) Fads, Fashions and Classics 
(/) New Products 

(g) Product Life Cycle concept 

( h ) Test Marketing 

4. Indicate and explain briefly the various general marketing func¬ 
tions and specific marketing functions. 

5. Explain briefly the methods usually followed in: 

(а) Sales forecasting 

(б) Developing distribution channel-mix 
fc) Improving brand loyalty 

6. Examine the role of an Accountant in a modern business organi¬ 
sation. 

7. Enumerate the basic principles and concepts of Accounting. 

8. Examine how Capital-Revenue allocation is the inevitable exten¬ 
sion of the Accounting Period concept. 

9. Illustrate with hypothetical data how strict adherence to the prin¬ 
ciple of conservatism may lead to gross understatement of profits 
of a business 

9 

10- Write short notes on the different branches of Accounting. 

11. Indicate and explain briefly the various functions that usually 
come under the Accounting and Finance department of an orga¬ 
nisation 

12. Bring out the areas of independence and inter-dependence between 
Marketing and Finance. What are your suggestions towards 
achieving more effective co-ordination between these two functions? 
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Marketing Finance and Costs 

13. Explain with examples how the Principle oF Dual Aspect in 
Accounting is the foundation of the Double Entry System. 

14. Mention four advantages and three alleged disadvantages of the 
Double Entry System. 

15. List all relevant steps under the Double Entry System in a logical 
sequence. 

16. What are the two sets of Books? What arc the purposes served 
by each of them? 

17. Distinguish between: 

(a) Subsidiary Books and Cash Book 

(b) Subsidiary Books and Journal Proper 

18. Explain why Cash Book is called both a Journal and a Ledger. 

19. “If the Trial Balance does not agree there must be mistakes in 
the Ledger. If the Trial Balance agrees there ’may still be mistakes 
in the Ledger. Trial Balance is therefore useless."—Examine the 
statement. 

20. Why is it that a Balance Sheet is prepared as on a particular dale 
whilst the relevant P|L A|C is for a particular period ending on 
the same date? 

21. Explain with illustrations why a Trial Balance and also a Balance 
Sheet must agree in total. 

22 .As ap objective of published accounts which of these two would 
you consider to be the better expression? 

(i) To present a true and correct view .... 

(ii) To present a true and fair view .... 

Give reasons with hypothetical figures, if necessary. 

23. Explain with imaginary figures the distinction between window 
dressing and secret reserves. 

24. Explain with illustrations the limitations of Published Accounts 
from the viewpoint of Management. Can you suggest some mea¬ 
sures to overcome such limitations? 

25. As a financier what safeguards would you ensure in assessing the 
credit-worthiness of a company from its Published Accounts? 

26. Examine the importance of financial ratio analysis in the inter¬ 
pretation of financial statements. 

27. Indicate the controversies in the computation of Gross Profit Ratio. 
Debt Equity Ratio, Inventory Turnover Ratio and Debtors Turn¬ 
over Ratio. 

28. Explain with imaginary figures the concept and different interpre¬ 
tations of Return on Capital Employed, with Special Reference 
to marketing operation. 

29. The Red Company Ltd., earns 8% on Sales and has an asset (in¬ 
vestment) turnover of 3.25 per annum. 
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The Blue Company Ltd., earns 6.5<% on sales but has an asset 
turnover of 4.75 per annum. 

Which Company shows the higher rate of return on investment? 
What deficiencies do you see in using rate of return to compare 
the performance of these two Companies? 

30. Explain with examples how and to what extent the preparation of 
funds flow statement can facilitate interpretation of published 
accounts 

31. Show with hypothetical figures when depreciation is a source of 
funds and when it is not. 

32. Discuss the purposes and objectives of Cost Accounting. 

33. “Cost is a fact, estimate an opinion and price a policy”—Eluci¬ 
date and examine the statement. 

34. State whether each of the following statements is True or False. 
Give brief reasons (in one sentence) for your answer, in each case: 


35. 

36. 

37. 


38. 


(i) The only function of the Cost Accountant is ascertainment 
of Cost. 

(ii) There cannot be anything called True Cost. 

(iii) Ascertainment of historical cost is unnecessary under Stan¬ 
dard Costing System. 

(iv) Works Cost is an alias of works overhead. 

(v) All material costs are included in Prime Cost. 

(vi) Office and Administrative overhead is a part of Total Cost. 
( v jj) Total Cost is something different from Cost of Sales 
(viii) Indirect material costs are not considered in arriving at the 

cost of a product or job. 

fix) Decisions as to Direct Cost and Indirect Cost arc in all 
cases a matter of policy. 

(x) Over or Under-Absorption of Overheads arises only due to 
errors in fixing the overhead recovery rates 

(xi) Service Department Costs should be fully absorbed by the 
products of the Production Departments. 

(xii) Selling Overhead docs not include Advertisement expenses, 
(xiii) Analysis of Selling and Distribution Overheads is necessary 

only for collection of costs and expenses. 


All the methods of Costing have got either ‘producf emphasis or 

‘period’ emphasis—Explain with examples 

Distinguish between Absorption Costing and Marginal Costing. 

Enumerate the more important techniques of costing and give 

one example of the specific area of application of each such 
technique. 


Explain with examples what special advantages accrue from the 

, s,an< ^ rd cos,in8 sys,em *» - « 

S>stem of Budgetary Control is already under successful operation 
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39. Enumerate the important considerations involved in the establish¬ 
ment of Standard Costs. 

40. Write short explanatory notes on: 

(i) Principal Budget Factor 

(ii) Budget Manual 

(iii) Budget Committee 

(iv) Responsibility Accounting. 

41. Distinguish (with examples) between Estimate, Forecast, Target 
and Budget. 

42. Illustrate the 'method of calculating the average due date. 

43. As a result of shrinking market and high cost, the market for one 
of the consumable durable products of a large marketing organi¬ 
sation is shrinking In order to boost the market for this product, 
the Marketing Manager is contemplating sale of the product on 
Hire Purchase basis. Critically analyse the financial implications 
of the proposal with your recommendation for making the scheme 
a success. 

44. Explain with examples the impact of Sales Tax and Excise Duty 
on the final price of a product when some discount is offered to 
the customer. 

45. Indicate some important areas of Tax Planning in respect of Sales 
Tax and Excise duty 

Marketing Planning 

46. Discuss briefly the process of Corporate Planning indicating spe¬ 
cially the major steps involved in developing a Corporate Plan. 

47. “Marketing Planning is the forerunner of any Corporate Planning”. 
Examine the statement and discuss the important points to be 
considered in developing the Marketing Long-Range Plan. 

48. Discuss some of the basic issues which are to be sorted out before 
developing the Marketing Budgets. Explain also the mode of 
integration between the annual marketing budgets and the Market- 
ing L.R.P. 

49. What are the uses of Sales Forecast? Discuss factors that should 
be considered in a Sales Forecast. 

50. Outline the budgeting process for a marketing organisation What 
are its uses and its limitations. 

51. Explain with examples how flexible budgeting system can be used 
for both budgeting and controlling marketing expenses. 

52. How does profit planning differ from budgeting? Discuss the im¬ 
portant aspects to be considered in profit planning. 

53. What are the various criteria in new product planning? Discuss 
also the various stages involved in such planning. 
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54. Explain with hypothetical farts and figures how you would deter¬ 
mine the phase in the life-cycle which a particular product is 
passing through. Examine also the utility of this knowledge in 
product planning 

55. Explain briefly the need for and the mode of organisational plan¬ 
ning in the area of marketing operations. 

Marketing Decisions 

56. Examine the importance of Cost Analysis in Marketing Decisions. 

57. Write short explanatory notes on: 

(a) Differential Cost and Incremental Revenue Analysis. 

(b) Relevant Cost Analysis. 

(c) Cost Effectiveness Analysis 

(d) Opportunity Costing Analysis. 

(e) Benefit Cost Analysis. 

(/) Engineered Costs, Committed Costs and Managed Costs. 

58. Discuss the utility and limitations of Break Even Analysis. 

59. Explain with the help of Break Even Charts the effects of (a) 
10% increase in variable cost and ( b ) 10% increase in Selling 
Price. 

60. You have been asked by the top management to review and report 
upon the existing product pricing policies and strategies. How 
will you draw up a well-knit plan before you actually begin your 
assignment? 

61. While fixing prices, the Marketing Director prefers to add profit 
margin at a standard rate to the total cost of sales while the Fin¬ 
ance Director likes to add contribution at a standard rate to the 
variable costs. Discuss the pros and cons of the two methods wnth 
suitable illustration to highlight the points. 

62. Discuss briefly how’ you would approach to tackle the following 
special pricing problems: 

(a) New' Product Pricing. 

(b) Export Pricing. 

(c) Pricing of Spare Parts 

(d) Pricing for after sales service. 

65 What arc the various incentives and assistance provided to enter- 
preneurs who go in for export marketing? Suggest changes to 
make such assistance more effective 

64. Discuss how you would introduce an effective system of taking 
product elimination decisions and implementing such decisions in 
a large marketing organisation. 

65. Explain the Product Review and Evaluation Sub-system (PRESS). 
What is the role of Cost Accounting in the operation of PRESS? 
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66. Discuss the principles and steps in investments analysis. 

67. Examine the relative merits and limitations of Pay Back Method 

and Return on Investment Method for evaluation of proiect at¬ 
tractiveness. 

68. Mention the special cases where the following methods of invest¬ 
ment appraisal should be adopted with reasons in each case: 

(a) Pay Back Period. 

(b) Return on Investment 

• 

(c) Net Present Value approach. 

(d) D.C.F. Rate of return. 

Marketing Performance Evaluation 

69. ‘There is only one valid definition of business purpose: to create 
a customer". (Drucker)—Examine critically this statement and 
indicate how this can be used as the basis for evaluating the over¬ 
all marketing performance of an organisation. 

70. Di«cuss the rationale and pitfalls of using market share as the 
primary criterion to measure the overall marketing performance. 

71. Develop a conceptual framework for conducting Marketing Audit. 

72. Outline an approach for measuring the social value of Marketing. 

73. Two district sales managers are discussing evaluation methods. 
One states. “I always evaluate on the basis of efforts which can 
be counted, such as the number of calls made. Then no one can 
complain about subjective bias." 

The second stales. “To me a good judgment system is the best, 
because each man works under different conditions which make 
direct comparison of number of calls and other such statistics of 
little value." Discuss the reletaive merits of these two approaches. 

74. If you were a Sales Manager, what would you do upon discovering 
each ol the following in an evaluation programme: 

(a) All salesmen surpassed their sales quotas by 20% or more. 
(h) All salesmen in District A failed to reach 80% of their sales 
quotas while the salesmen in all other districts met their 
quotas almost exactly. 

(c) Sales volume for the company as a whole increased by 20%. 
but profit contribution dropped by 25%. 

(d) Sales volume increased by 10%, but market share declined 

by 5%. 

75. Ennumeratc and rank in order of preference ten various criteria 
that could be used for evaluating salesmen’s performance. Add 
brief justifications for your ranking. Based on the criteria and 
the ranking so made, discuss how you would develop a salesmans 
Compcnsation-cum-Commission Scheme for a newly set-up market¬ 
ing organisation. 
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76. Develop a conceptual model for evaluating sales territory perfor¬ 
mance. . 

77 . Does advertising belong in the capital budget? Examine critically. 

Discuss also the various bases adopted for budgeting advertisement 
expenditures. 

78. Discuss some of the criteria for measuring advertisement effective¬ 
ness. 

79. You have been asked to use distribution cost analysis to audit 
sales performance. Specifically what would you do? 

80. Discuss how you would develop a quantitative model for use in 
the selection of the most profitable alternative out of a number 
of modes of distribution. 

81. How would you evaluate the effectiveness of distribution? 

82. Discuss some recent approaches for evaluating the effectiveness 
of Marketing Planning and Marketing Research. 

Marketing Control 

83. Bring out the points of distinction between Strategic Planning. 
Management Control and Operational Control. 

84. Examine the merits and pitfalls of a performance evaluation sys¬ 
tem against pre-determined norms. 

85. Discuss the significance, advantages and disadvantages of Profit 
Centres as a major tool of performance control 

86 . Explain the principle of Management by Exception in the light 
of the various methods of appraisal of performance in the market¬ 
ing area. 

87. There is a current trend toward more emphasis on marketing pro¬ 
fitability analysis as compared with marketing cost analysis. What 
difference do you see between the two? Which do you think 
would be more useful for the purpose of control devices? Why? 
What kinds of additional complexity are introduced by profit¬ 
ability analysis? 

88 . State briefly three uses which each of the following analysis of 
sales may have in contributing to the provision of planning and 
control information for Management. 

Analysis by 

(а) Salesmen. 

( б ) Territory. . . 

(c) Product. 

(d) Unit Price. 

Suggest two additions to this list mentioning similarly three uses 
of each. 

89. A large Drug Company follows the practice of making an economic 
study of each of its product lines every three years. As a mem¬ 
ber of a committee assigned to accomplish this objective, what 
type of quantitative data do you think would be appropriate. 
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90. A cynic is one who knows the cost of everything and the value 
of nothing.” (Bernard Shaw)—Examine this statement and indicate 
the philosophy and concept of a modern cost reduction programme. 

91. What are the main difficulties likely to be encountered in the 
control and evaluation of Marketing Costs? Give reasoned opinion 
as to the relative importance of the control of expenditure on 
Marketing as distinct from manufacturing costs. 

92. Write short notes on: 

(«) Working Capital Gap. 

( b ) Negative working capital. 

(c) Fixed and variable working capital. 

(d) Operating cycle concept. 

(e) Inclusion of profit in working capital forecasting 

93. Discuss the various sources of financing working capital. 

94. Give an example with hypothetical figures how overtrading can 
develop in a company. What measures would you suggest to 
combat overtrading. 

95. Discuss briefly some of the important areas in working capital 
management with special reference to the control of working capi¬ 
tal requirement in marketing operation. 

96. Accounts Receivables and Inventory form a significant part of 
Marketing Cost. Discuss ways of controlling them. 

■ 97. What do you mean by M.I.S? Is it altogether a different system 
from Budgeting and Performance Evaluation? 

98. Discuss the conditions precedent to a sound M.I.S. for a medium 
size organisation engaged in manufacturing-cum-markcting 

99 . Write a note on the role of computer in M.I.S. in a reasonably 
big typical Indian company engaged in manufacture cum marketing 
operations. 

1 00. Outline a framework fer developing an integrated marketing in¬ 
formation system for industrial products. 

101. Assume that your company ‘Meal Products Ltd.’ has just estab¬ 
lished a new product business of steel windows, locks and other 
steel products for the building industry. This new product division 
has decentralised engineering, production, marketing and staff ser¬ 
vices into a relatively autonomous ‘profit centre.’ You have 
been named Sales Manager, reporting to the Manager, Marketing. 
What kind of data, what kind of reports and with what frequency 
do you think you would request from the Accounts Department 
and field sales force for control purposes? 



QUESTIONS BANK 

PART B — PROBLEMS AND CASES 


489 


Marketing Finance and Costs 

J. State with brief reasons whether each of the following items should 
be treated as Capital, Revenue or Deferred Revenue: 

(i) Repairs of chairs and benches in a school for Rs. 10,000. 

(ii) An amount of Rs. 1 lakh paid to some management consul¬ 
tants to advise on the capital structure planning of AB 
Company Ltd. which is considering major structural changes. 

(Hi) Purchase of machinery Rs. 50,000 by Mr. X who is a dealer 
in machinery and equipment. 

(iv) Mr. Y is a furniture manufacturer and dealer in furniture. He 
transfers Rs. 12,000 worth of furniture from his factory to 
his office for the purpose of office use. 

(v) Alteration expenses of Rs 10,000 to widen the canteen space 
of the factory of Mr. Z, engaged in the manufacture and sale 
of pharmaceutical products. 

(vi) Loss of sale of old furniture Rs. 5,000 incurred by PQ Ltd. 

(vii) Preliminary expenses incurred by XY Ltd. Rs. 10 lakhs in 
connection with initial issue of shares. 

2. Classify each of the following Accounts and state whether it is 
usually debited or credited: 

(i) Government of India (customers) A|c. 

(ii) Nowhere Ltd. (suppliers) A[c. 

(iii) Bills Receivable A]c. 

(iv) Salaries A|c. 

(v) Commission (received on sales) A|c. 

(vi) Interest (paid on loans) A|c. 

(vii) Office Equipment Ale. 

Also state in' which sub-division of the ledger you would expect each 
of the 7 accounts to exist. 

3. Following transactions occurred in the business of the Book Keeping 
Ltd. in the month of January 19XX. State the two Accounts involved 
in each case and also the Account to be debited and the Account 
to be credited under each transaction with brief reasons. 

1. Purchased furniture from ABC for cash Rs. 10,000 

2. Sold goods for cash Rs. 27,000 

3. Purchased goods from PQR Rs. 20,000 

4. Sold old furniture to MON Rs. 3,000 

5. Sales made to DEF Rs. 13,000 
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4. 


5. 

6 . 



6 . Purchases in cash Rs. 9,000 

7. Paid wages to workers Rs. 4,500 

8 . Received interest on Bank deposits Rs. 375 . 

9. Goods returned to PQR R s . 4,400. 

10. Purchased from GHR Rs. 8,000 

11. Paid carriage inward charges on purchases on 10th Rs. 1.200 
1— Deposited money into Bank from Cash Rs 20,000. 

13. Received from DEF against Sales on 5th Rs. 10,000 

14. Goods distributed as samples Rs 5,000 and as charity Rs. 7,000. 

Consider the Q. No. 3 above. Prepare from the information given: 


Purchase Book 
Sales Book 
Returns Inward Book 
& Returns Outward Book 

(Complete ‘rulings’ should be provided in each case) 

Show how you would make the Ledger postings in respect of the 
transactions recorded in the Subsidiary Books as per Q. No. 4 above. 
Assume you are starting a trading business. Imagine ten different 
types of transactions during the first week of your business. Write 
down those transactions. Then show entries of each of these in the 
Journal (with complete ruling and narrations) 

Mohendra Jalan started his business in the name of M. Jalan & 


Co. with cash Rs. 50,000, furniture worth Rs. 5,000 and goods worth 
Rs 15,000 on 1st January 19X6. His other transactions for the month 


of January were as follows: 


19X6 

Jan - Rs. 

1. Purchased an office space 15,000 

3. Purchased a Typewriter 500 

Purchased goods for cash 8,000 

5. Purchased goods from Agarwala & Co. 3,000 

6 . Deposited into Bank _ 20,000 

7. Sold goods for cash 6,000 

8 . Deposited into bank 5,000 

9. Paid Agarwala & Co. by cheque 3,000 

10. Purchased goods from Kalu Khan 4,000 

13. Paid to Kalu Khan 3.900 

Discount allowed by him 100 

15. Drew from Bank for personal use 1,000 

16. Purchased an Almirah 300 

17. Sold goods for cash 1,500 

18. Deposited into Bank 1,000 

19. Purchased from Dutta Brothers 1,000 

23. Paid for stationery purchased 100 

(* Indicating dates in the month of Jan.) 
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27. 

Paid 

wages 

70 

29. 

Paid 

taxes 

50 

30 

Paid 

salaries 

200 


Journalise the above transactions in the books of the firm. 

8. Journalise the following transactions in the books of TDH Ltd. 

Jan. 

19X6: 

1. Computer Services Bill for Rs_ 1,00,000 received from Datam 
Corporation and Rs. 30,000 is paid by cheque to them. 

2. An old boiler (book value Rs. 10,000) is traded in at 
Rs. 18,000 to purchase a new one from Boiler Manufacturers 
India Ltd., at Rs. 100,000, the difference being paid by 
cheque. 

3. A Credit Note for Rs. 10,000 received from CPM Ltd- 
in respect of our earlier purchases from them to correct 
some errors in their invoices to us. 

4. RSP Ltd. settled their Account with us by paying Rs. 12,500 
only. A Credit Note of Rs. 2,520 is issued to them in this 
connection. They had purchased from us goods worth 
Rs. 35,000 in April 19X5. paying 50% of the amount in 
advance at that time. 

9. Show all relevant Ledger Accounts (all operations involved) under 

Q. No 8 above. 

10. Prepare B. Banerjecs account from the following transactions: 

19X8 


1. Sold goods to B Banerjee 1,200 

4. Received from him 700 

8. Purchased goods from him 600 

11. Paid to him 200 

15. Sold goods to him 500 

17. Goods returned by him 75 


30. Received from him cash and allowed 

him discount 25 

II. On 1st October, 19X6 Sri D. Gupta started his business with 
Rs. 17,500 as his capital (Rs. 15,000, deposited ;n an account with 
the Central Bank of India, and the balance in hand). 

His other transactions during the next three months were as follows: 
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19X6 

October r s 

3. Paid for the purchase of stationery goods 200 

5. Purchased furniture on credit from Calcutta 

Timber Co. 1 ,200 

9. Bought goods on credit from Maganlal & Co. 3,000 
17. Sold goods on credit to Goenka & Co. 4,900 

28. Purchased goods for cash from Shri Ramsaran 1,750 


Nov. 

5. Received cash from Goenka & Co. 

15. Paid by a cheque to Maganlal & Co. 

22. Withdrawn by the Proprietor from Bank for 
own use 

29. Received a cheque from Goenka & Co. 
Cheque sent to Bank 

Dec. 

3. Goenka Co.'s cheque returned dishonoured 


by the Bank 2,500 

13. Paid to Calcutta Timber Co. by a cheque 1,200 

20. Sundry sale of goods for cash 2,300 

21. Deposited into Bank from office cash 2,500 

25. Paid for printing charges and stationery 300 

30. Paid by a cheque office rent 600 


Record all the above transactions in proper Ledger Accounts and 
prepare a Trial Balance as at 31st December, 19X6. 

12. The undermentioned balances were extracted frem the books of 
Shri N Kundu as on 31st March 19X6. You are asked to prepare 
therefrom a Trial Balance as on that date: 

Capital 

Stock on 1-4-19X5 
Leasehold Premises 
Furniture and Fixtures 
Plant & Machinery 
Purchases 
Sales 

Discount Received 
Discount Allowed 
Carriage Outwards 
Carriage Inwards 
Returns Inwards 
Returns Outwards 
Wages and Salaries 
Rates and Taxes 


Rs. 

78,000 

5,000 

46,000 

13,500 

35,000 

78,900 

1,30,620 

470 

540 

120 

230 

1,500 

380 

17,680 

1,370 


1.500 
2,000 

250 

2.500 


; 
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Rent Recoverable 


530 

Sundry Expenses 


1,660 

Trade Creditors 


22,760 

Book Debts 


34,000 

Drawings 


3,000 

Bills Payable 


1,140 

Cash in hand 


1,200 

Bank Loan 


5,800 

Closing Stock 


3,900 

Correct the following Trial Balance 

drawn up by a novice, giving 

reasons for your corrections: 

Dr. 

Cr. 


Rs. 

Rs. 

Capital 


20,000 

Furniture and Fixture 


2.000 

Deposit with Bank 

15,000 


Interest Received from Bank 

750 


Miscellaneous Receipts 

1,500 


Sundry Creditors 


2,500 

Sundry Debtors 

7,000 


Discount Allowed 


500 

Discount Received 

400 


Purchases 

60,000 


Sales 


80,000 

Returns Inward 

1,000 


Returns Outward 


1,500 

Carriage Inwards 

1,500 


Carriage Outwards 


1,000 

Salaries and Wages 

5,000 


Miscellaneous Expenses 


2.000 

Cash in hand 

250 


Opening Stock 

11,400 


Closing Stock 

5,700 



Rs. 1,09,500 

1.09,500 


14. Frame a problem on Double Column Cash Book (no solution is 
required) to assess the knowledge in this subject of a student who 
has just learnt it. Add short comments at the end giving down 
briefly the ideas you have in mind while setting the problem. 

15. Write up a Cash Book with Cash and Bank columns (cheque paid 
mto Bank daily). Also poet the items into ltdger. 
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19X6 

March Rs 

1. Cash at Bank 1,420 

Cash in hand 270 

2. Paid railway freight 30 

3. Received cheque from Goenka 310 

4. Paid to M. Majumder by cheque 86 

5. Cash sales 180 

6 . Paid taxes by cheque 15 

10. Bought postage stamps for cash 5 

14. N. Naskar paid on account by cheque 200 

15. S. Singh paid his dues by cash 350 

23. Sold goods for cash 400 

27. Bought goods by cheque 500 

31. Withdrew for private expenses 200 

Paid wages in cash 150 

16. Enter the following transactions in a Cash Book with Cash, Bank 
Discount Columns. Also balance the Cash Book and bring down 
the balance. 

19X6 

March Rs. 

1. Cash Balance 350 

Bank Balance 2.450 

3. Cash received from sale of shares 4.000 

Paid M. Lahiri by cheque 750 

Discount allowed by him 25 

4. Paid into Bank 3,150 

Paid wages by cash . 50 

5. Bought goods for cash 1.000 

6 . Sold goods for cash 510 

7. Paid for stationery in cash 50 

Received from R. Mitra, cheque 360 

Allowed him discount *9 

8 . Paid R. Mitra's cheque into Bank 3 60 

9. Paid office salaries by cash 4 ^0 

Cash withdrawn for personal expenses 200 

10. Drew cheque for office use ^00 

12. Paid cheque for office rent ^9 

16. Paid into Bank - 500 
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22. Received cheque from S. Adhikari and 


paid the same into Bank 


400 

25. Paid cheque for cash purchase 


350 

27. Received cheque from N. Gho>h 


1.250 

Allowed him discount 


60 

30. Sold goods for cash 


250 

From the following Trial Balance of D. Sen 

prepare 

Trading and 

Profit and Loss Account and the Balance Sheet 

as on 31st December 

19X6. 


. 


Dr. 

Cr. 


Rs. 

Rs. 

Capital 


10,000 

Opening Stock 

3,000 


Purchase 

15,000 


Carriage Inwards 

500 


Wages 

1.750 


Returns Inward 

1.250 


Sales 


32.000 

Returns Outward 


1.000 

Salaries 

2,000 


Postage & Stationery 

100 


Fumituic 

1,800 


General Expenses 

3,000 


Sundry Debtors 

2,600 


Cash ia Hand 

300 


Cash at Bank 

12,400 


Drawings 

2,400 

• 

Sundry Creditors 


3,100 

Closing Stock R s . 2,700 

Outstanding Wages Rs. 150 

Depreciation on Furniture at S% 

46,100 

46,100 


18. From the following Trial Balance of damnalal, prepare Trading and 
Profit & Loss Account for the year ended 31st March 19X7 and a 
Balance Sheet as on that date. 
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Plant & Machinery 

Fixtures & Fittings 

Freehold Works 

Goodwill 

Sundry Debtors 

Horses & Carts 

Cash at Bank 

Cash in Hand 

Jamnalal’s Capital Account 

Sundry Creditors 

Bank Loan 

Provision for Bad & Doubtful Debts 

Purchase Returns 

Sales 

Stock. 1st April. 19X6 
Purchases 

Manufacturing Wages 
Carriage Inwards 
Manufacturing Expenses 
Factory Fuel & Power 
Factory Lighting 
Salaries 

Carriage Outwards 
Insurance & Taxes 
General Expenses 
Distribution Expenses 
Sales Return 
Import Duty 
Bad Debts 

Interest & Bank Charges 


Debits 

39,440 

18,960 

50,000 

60,000 

156,280 

10,330 

15.080 

290 


68,340 

194,330 

69.930 
3,960 
18.910 

2,552 

1,972 

31.930 
4,300 
8,350 

16,284 

4,946 

6,340 

1,856 

2.970 

950 


Credits 


240,000 
108,320 
20,000 
4,000 
2,280 
413.700 


Total 


Rs. 788,300 Rs. 788,300 


Adjustment: 

(i) Stock as on 31st March 19X7 Rs. 79,260 

(ii) Depreciation — Plant & Machinery 10% 

Fixtures & Fittings 5% 

Horses & Carts Rs. 2,000 

(iii) Bring up Provision for Bad & Doubtful Debts to 5% 

(iv) Unexpired Insurance Rs. 600j- and Taxes Rs. 380|- 

(v) A Commission of one percent on Gross Profit to be provided for 

Works Manager. ....... 

(vi) A Commission of 5% of Net Profit (after such commission) to be 

credited to the General Manager 
Make the calculations to the nearest rupee. 
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19 The PL A|c. of Liquidity Ltd for the year ended 31.12 19X3 shows 
a Net Profit of Rs. 10 Lakhs. The tax is estimated at Rs. 6 Lakhs 
out of which Rs. 4.5 lakh has already been paid in three quarterly 
instalments. The company finds it extremely difficult to: 

(i) Pay the balance tax. 

(ii) Pay bonus to staff for the said year (estimated amount: Rs. 1 
lakh already ‘provided’ in Accounts). 

(iii) Pay a dividend (ft 10% declared on its equity capital of Rs. 30 
lakhs 

Besides the difficulty in these payments the company is running very 
well during the year 19X4. 

Invent all other relevant facts and figures and then explain why the 
company cannot meet these obligations inspitc of good business and 
good profits in general. 

20. Data : Current Ratio 2.5, Liquid Ratio 1.75, Proprietory Ratio (Fixed 
Assets to Proprietors’ Fund) 0.80, Capital Gearing Ratio (Equity 
share capital to Preference Share Capital) 6, Working Capital Rs. 
75,000, Reserve & Surplus Rs. 25,000, Bank overdraft Rs. 20,000. 
Required: A summarised Balance Sheet. 

21. On the basis of information given below, fill in the blanks on the 
Balance Sheet. 


Sales (all Credit) 

Cost of Goods Sold 

Gross Margin 

Expenses 

Taxes 

Net Profit 

Net Profit|Net Worth 
Funded Debt to Net Worth 
Inventory Turnover 
Accounts Receivable 


Current Ratio 

Turn over of Total Assets 

Rate of Return in Total Investment 


1 . 00 , 00,000 
60,00,000 
40.00.000 
20 . 00,000 
10 , 00.000 
10 , 00,000 
25% 

1:2 

4 Times Per Year 
72 days Collec¬ 
tion period 
(use 360 days year) 
2i:l 

I i Times a Year 
12.5% After Taxes 


Balance Sheet as at 31.12.19X3 


Liabilities: Assets 

Total Current Liabilities ... Cash . 

Long Term Debt (Debentures). Accounts Receivable_ 

Net Worth . Inventories . 

Total Current Assets 

Total Liabilities & Net Worth . Fixed Assets 

• Total Assets . 
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22. Critically examine the operating efficiency of the three companies as 
revealed by the following ratios and rank the companies in the order 
of merit. Give reasons for your answer: 



A 


B 


C 



19X6 

19X7 

19X6 

19X7 

19X6 

19X7 

Net Profit before taxes 

as percentage of sales 

5 

6 

7 

6 

3 

4 

Current Ratio 

2.1 

2.2 

2.8 

3.0 

2.0 

1.8 

Quick Ratio 

0.9 

1.1 

1.2 

1.4 

1.2 

1.0 

Inventory Turnover Ratio 

14.0 

16.0 

12.0 

15.0 

16.0 

18.0 

Price Earnings Ratio 

18.0 

15.0 

8.0 

20.0 

3.0 

8.0 

Debtors as a % to Sales 

5.0 

3.0 

4.2 

4.8 

2.5 

3.5 


23. A triend of yours desires to invest in the equity shares of either 
X Ltd. or Y Ltd. both belonging to the same industry. He has 
approached you to advise him on which company he should invest 
in. He has given you the published accounts of the two companies 
Por the last four years and also the trend of market prices of the 
shares of each company during the same period. To advise your 
friend properly what are the accounting ratios you will compute? 
State briefly how each of these ratios will be useful for your 
purpose. 

24. Both A Ltd. and B Ltd. have shown R.O.I. of 20% in 19X6|19X7. 
In case of A Ltd. the R.O.I. is made up of 10% Net Profit Ratio 
and only 2 times Capital Turnover. In case of B Ltd. the Net Profit 
Ratio is only 2% but Capital Turnover is 10 times. What conclu¬ 
sions would you draw from these data about the nature and relative 
operational efficiency of the two companies 

25 Set of information: Published Accounts (in each case) 

.situations: (u) On behalf of a banker you have to examine whether 

a proposal for increased overdraft may be accepted 
in favour of X Ltd. 

(/>) On behalf of a friend of yours (a prospective in¬ 
vestor) you have to examine whether investment in 
Y Ltd. would be advisable. 

(c) On behalf of a prospective supplier you have to 
assesss the credit worthiness of Z Ltd. 

(i) State briefly how you would approach in each situation. 

(ii) Mention the accounting ratios you would compute under each 
situation and explain how each of these ratios is going to help 
you fulfill your purposes^ 

(Invent any facts and figures you deem necessary) 
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26. The Balance Sheets of Financial Analysis Ltd., are given below. 





(Figures 

in Rs. 

lakhs) 


As on 

As on 


As on 

As on 


31-3- 

31-3- 


31-3- 

31-3- 


19X2 

19X3 


19X2 

19X3 

Share Capital: 



Goodwill: 

6 

4 

Equity 

30 

45 

Other Fixed Assets 

30 

40 

6% Preference 

15 

15 

Investments 

4 

4 

Share Premium 

— 

3 

Advertisement 



Geo. Reserves 

4 

10 

Suspense 

— 

2 

Long-term loans 

6 

7 

Current Assets 



Current Liabilities 20 

30 

Debtors 

10 

12 



Stock 

15 

30 


Bank 

8 

14 


Cash 

2 

4 

75 

no 

75 

110 


Depreciation written off fixed Assets (other than goodwill) for the 
year I9X2-X3 is Rs. 2 lakhs Assume accumulated Depreciation till 
31.3.X2 to be nil. 

Required: 

(i) A Statement of Increase or Decrease in Working Capital between 
the two years. 

(ti) A Statement of Sources and Uses of Funds for the year I9X2-X3. 
(iii) An Analysis of financial trend with the aid of relevant Account¬ 
ing Ratios. 

27. Draft the Balance Sheet of a company with imaginary figures. 

Then explain clearly with the help of this Balance Sheet how you 
would: 

(a) Estimate the Working Capital of the business. 

(b) Prepare a Statement of Proprietory Fund. 

(c) Determine the Capital Employed in the Business. 

(</) Find out the Own Capital and the Loan Capital. 

28. From the following balances at 1st January and 31st December, pie- 

if™ 0) Funds Flow Statement and (ii) Statement of Increase or 
Decrease in Working Capital. 
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....... 

1st January 

31st December 


Rs. 

Rs. 

Equity Share Capital 

1,00,000 

1,20,000 

Share premium 

— 

10,000 

General, Reserve 

# 

6,000 

11,000 

Profit & Loss Account 

7,500 

20,800 

5% Debentures 

— 

26.000 

Sundry Creditors 

33,500 

36,400 

Provision for Taxation 

9,800 

10,900 

Proposed Di\ idend 

10,000 

12,000 


1.66,800 

2,47.100 

Land & Building 

55,400 

. 1,13,200 

Machinery 

35.600 

51.300 

Furniture & Fittings 

2,400 

1,500 

Stock 

36,500 

39, ICO 

Sundry Debtors 

32,100 

38.000 

Bank 

4.800 

4.0C0 


1.66,800 

2,47.100 

Depreciation written off during the year: 

Machinery 


Rs. 12,800 

Furniture & Fittings 


400 

Land & Buildings 


Nil 


29. From the data of Zenat Steel Pumps Ltd., given below, prepare a 
Funds Flow Statement for the period 19X6|19X7 making such of the 

adjustments as may be necessary. 
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• 


(Amounts 

Rs. in 

lakhs) 

Liabilities 

19X7 

19X6 

Assets 

19X7 

19X6 

Sundry Creditors 

214 

61 

Cash Balance 

4 

2 

Cash-Credit, over¬ 



Loans & 



draft. etc. 

482 

291 

Advances 

192 

41 

Provisions for 



Accounts & 



Income Tax 

8 

45 

Receivables 

180 

99 

Other Current 



Inventories 

719 

417 

Liabilities 

11 

9 

Gross Fixed 



Deposits from the 



Assets 

406 

327 

Public 

3 

3 

Preliminary 



Long-term loans 

57 

8 

expenses and 



Equity Capital 

252 

140 

Deferred revenue 



Reserves and 



expenditure 

— 

1 

,. ..Surplus 
Accumulated 

352 

223 




depreciation 

122 

107 




_ • 

1,501 

887 


1.501 

887 







~ • IVotar: - 


_ 





1. Bonus equity shares of the value of Rs. 112 lacs were issued 

during the period. ,. _ . 

2. A loss of Rs. 0.5 lacs was incurred on sale of fixed assets 

disposed of during the period whose gross book value was Rs. 4 

:acs the accumulated depreciation on such assets was Rs. 0.5 
lacs. 


30. The Crown Electricals Ltd. 

BALANCE SHEET 

* 

Liabilities 19X5 


Current Liabilities 

• Rs. 

105 

Long term loans 

150 

Equity and surplus 

207 


*'» 1 


has the following balance sheet: 
AS ON DECEMBER 31 


(Rs. in lakhs) 


19X4 Assets 

19X5 

19X4 

KS. 

30 

Current Assets: 

Rs. 

Rs. 

— 

Cash 

2 ' 

lo 


Sundry debtors 

60 

30 

160 

Inventories 

100 

50 


Fixed Assets 

162 

9b 


(Nett) 

300 

100 


^y-tiabilWc - : 462 190 • Total Assets 


462 


190 
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Net profit for the year 19X5 was Rs. 54 lakhs. Dividends paid 
were Rs. 7 lakhs. Depreciation was Rs. 20 lakhs. Fixed assets 
purchased during the year for 200 lakhs. 

Beni Prasad Agarwal, the Managing Director of the Company was a 
superb operating executive. He was an imaginative, aggressive mar¬ 
keting 'man and an ingenious, creative production man. But he had 
little patience with financial matters. After examining the above 
most recent balance sheet and the income statement, he muttered, 
“We have enjoyed ten years of steady growth; 19X5 was our most 
profitable year. Despite such profitability, we are in the worst cash 
position in our history. Just look at those current liabilities in 
relation to our available cash. This whole picture of the more you 
make, the poorer you get just does not make sense.” 

1. Prepare a Fund Flow Statement. 

2. Using the Fund Flow Statement and other information, write 
a short note to Mr Agarwal explaining why there is such a 
squeeze on cash. 

31. The following arc the summarised Trial Balances of a Limited Com¬ 
pany as at 31st March 19X3 and 19X4. 


19X3 19X4 


Dr. 

Rs. 

Fixed Assets 23,36,960 

Current Assets 9,60,540 

Debenture Discount 30.000 

Issued Capital— 

Equity 

Preference 

Share Premium Account 
Debentures 
Current Liabilities 
Provision for Depreciation 
Provision for doubtful debts 
Dividend for 19X2-X3 
Balance of PL A|c. from 
previous year 
Net profit for the year 


Cr. 

Dr. 

Cr. 

Rs 

Rs. 

24,60,500 

7,91,800 

25.000 

Rs. 

15,00.000 


15,00.000 

3.00,000 

\ 

4,00,000 

30,000 


40,000 

5,00,000 


5,00,000 

6.20,000 


4,40,000 

1.80 000 


1,95,000 

6.000 

1,50,000 

5.000 

24,400 


1,91,500 

1,67,100 


1,55,800 


33,27,500 33,27.500 34,27,300 


34.27,300 
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(a) During the year ended 31st March 19X4, Machinery costing 
Rs. 2,00,(XX) (accumulated provision for depreciation Rs. 60,000) 
was sold for Rs. 1,50,000. 

(&) Rs. 1,00,000 preference share capital was issued during 19X31X4 
at a premium of Rs. 10,000. 

(e) The net profit for 19X3-X4 has been arrived at after taking credit 
for the profit on sale of machinery, reduction in the provision for 
doubtful debts and writing-off the discount on issue of debentures. 
You are required to prepare: 

(1) A statement showing the net increase in working capital during 
the year 19X3-X4, and; 

(2) A statement showing the sources of the increase in the working 
capital and application thereof during the year. 

32. Job Order Ltd. have the following cost data for the year 19X3. 




Rs. 


Rs. 

Direct 

Materials 

6,00,000 

Administrative Over¬ 
heads 

2,80,000 

Direct 

Wages 

5,00.000 

Selling & Distribution 
Overheads 

3,50,000 

Factory Overhead 

3,00,000 

Profit 

5,07,000 


In 19X4 the Company receives an order which would require 
Materials Rs. 80,000 and Direct Wages Rs. 50,000 for completion. 
What would be the price for the job if the company intends to 
earn the same rate of profit on sales as in 19X3, assuming that, 

(i) Selling & Distribution overheads have gone up by 10% in 19X4. 

(ii) The bases of overhead recovery arc: Factory Overheads as per¬ 
centage of direct wages and Administrative, Selling and Distribution 
Overheads as percentage of Works Cost. 


33. A manufacturing company with spare capacity proposes to increase 
its range of products to utilise its resources more fully. The fixed 
costs, which amount to Rs. 57,500, are unlikely to be affected by the 
contemplated increase in output. “Budgeted sales, now running at 
Rs. 2,45,000 per month, are to be increased so that the budgeted 
total will be Rs. 3,67,500 per month. 

Expected figures for variable overhead per month are as follows: 



Production 

Selling 

and 

Distribution 

Administrative 

Present scale of manu¬ 

Rs. 

Rs. 

Rs. 

facture 

Proposed future scale 

25,000 

23,700 

17,500 

of manufacture 

37,500 

60,000 

25,000 
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The direct material cost per month is expected to rise from a total 
of Rs. 27,500 to Rs 42.500, and direct wages per month from a 
total of Rs. 42.500 to Rs 75.000. 

Using marginal costing technique, tabulate these data in the form 
in which you would present it to management to give assistance in 
reaching a decision upon the proposal. Add your recommendation 
to management. 

Marketing Planning 

34. From the following information prepare a flexible budget to show 
levels of activity of 80#, 90# and 100#. 

1. Sales, based on normal level of activity cf 80#, arc 80,000 units 
at Rs. 20 per unit. If output is increased to 90#. it is thought that 
the selling price should be reduced by 2i# and if output 'reaches 
100# it would be necessary to reduce the original selling price by 
a further 2j# in order to reach a wider market. 


Prime Costs are: 

Per unit 


Rs. 

Direct Material 

200 

Direct Labour 

2 00 

Direct Expense 

1 00 


5.00 


If output reaches a 90# level of activity as above, quantity discount 
will be received and this will lead to reduction of purchase price 
of raw material by 5#. 

3. Variable Overheads: Salesman's commission is 5# on sale value. 

4. Semi-variable overheads at normal level of activity arc: 



• 

Rs. 

Supervision 

Power 

Heat and Light 
Maintenance 

Indirect Labour 
Salesmen's expenses 
Transport 


80,000 

70,000 

40,000 

50.000 

1,00,000 
60,000 
2,00,000 



6,00,000 


»*• “ 


f 
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Semi-variable overheads are expected to increase by 5% if output 
reaches a level of activity of 90%. and by a further 5% if it reaches 
the 100% level. 

5. Fixed Overheads arc: R 5 - 


Rent and Rates 10,000 

Depreciation 40,000 

Administration 75,000 

Sales Department 20,000 

Advertising 50,000 

General 5,000 


2,00.000 


The 

following is the summarised 

picture of 

the 3 years’ 

results of 

Home Delivery Traders Limited. 





• 


(Rupees in 

Lakhs) 



19X4 

19X3 

19X2 



Rs. 

Rs. 

Rs. 

i. 

Sales 

230 00 

180.00 

150.00 

2. 

Cost of Sales 

195.00 

149.00 

120.00 

3. 

Gross Profit 

35.00 

31.00 

30.00 

4. 

Selling and Distribution 





Expenses 

22.00 

18.00 

15.00 

5. 

Administration Expenses 

10.00 

9.00 

8.00 

6. 

Net Profit 

3.00 

4.00 

7.00 

7. 

Capital Employed 

45.00 

40.00 

3500 


The management of the Company is at a loss to know why despite 
substantial growth in its sales, the profitability of the Company has 

been deteriorating year after year. Analyse the reasons for the 

deteriorating profitability of the Company and suggest ways and 
means of improving ’ it. '• 

36. The Bina Bakery sells two very popular speciality cakes, a butter 
cream delight and a chocolate layer cake. Both are baked in the 

same oven, which will accommodate 15 cakes at one time and can 

be operated for a maximum of 60 hours per week. 

The demand for both cakes is so great that the bakery could sell 
the maximum output of the oven in any combination of the two 
cakes including all of one or all of the other. The only direct 
costs of these cakes are their respective--ingredient'costs.- • A com¬ 
parison of the prices, ingredient costs and oven time of the two cakes 


arc as follows; 


~ t . i 14* ? 5 
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Price 

Ingredient Cost 
Oventime 


Butter Cream 

Rs 

200 

080 

30 minutes 


Chocolate Layer 

Rs. 

1.66 

0.75 

20 minutes 


What would be the most profitable sales mix of these two cakes. 

Marketing Decisions 


37. The sales turnover and profit during two quarters were as under 

Quarter—April to June 19X9 Sales Rs. 20 lakhs 

Profit Rs. 2 lakhs 
Quarter—July to Sept. 19X9 Sales Rs. 30 lakhs 

Profit Rs. 4 lakhs 

Calculate: 


(i) Fixed Cost 


(ii) Break-Even point 


(iii) Sales required 

to earn a profit 

of Rs. 5 lakhs 

Period 

Sales 

Net Profit|(Loss) 


Rs. lakhs 

Rs. lakhs 

Jan.-March 

15 

(1) 

April-June 

20 

1 


A. Based on the above data find out: 

(i) P|V Ratio 

(ii) Fixed Cost per quarter 

(iii) B.E. Sales Value per quarter 

(iv) Margin of Safety as percentage on April-June Sales 

(v) Sales required in the third quarter to earn a profit cf Rs. 5 lakhs 

(vi) Profit expected during the last quarter, given the sales forecast 
for the period, Rs. 35 lakhs. 

B. Present in break even charts the actual position of the first and 
second quarters and also the expectations during the third and 
fourth quarters. 

Hints: The Contribution’ on the incremental sale of Rs. 5 lakhs 
(Rs. 15 lakhs—Rs. 10 lakhs) is Rs. 2 lakhs (Rs. 1 lakh profit 
after recovering Rs. 1 lakh loss). 
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39. The Kitchen Tools Company has developed a new model gadget 
which the Management plans to market. Through survey of the 
Company's distributors. Management has determined that the market 
for the new model is: 


( a ) 1000 per year at a price of Rs 20|- each 

(b) 1200 per year at a price of Rs. 18|- each 

(c) 1500 per year at a price of Rs. 15|- each 

Since the Company has excess production capacity, the only addi¬ 
tional costs to produce the new model will be: 


Overhead: Labour 
Other 

Direct Labour Cost 
Direct Material Cost 


Rs. 5,000 per year 
Rs. 1,000 per year 
Rs. 4 per unit 
Rs. 3 per unit 


The Company depreciates machinery' on the basis of Units of Pro¬ 
duction at Rc. 1 per Unit. 

!. Disregarding all other Costs except those listed above, construct 
Break Even chart for this project at each price level. 

2. From the standpoint of maximizing profits alone, at what price 
should the Company sell this new model. 

40. (a) From the following particulars draw a break even chart and 


find out the break-even point. Rs. 

Variable cost per unit 15 

Fixed expenses 54,000 

Selling price per unit 20 


(b) What should be the selling price per unit, if the break-even 
point should be brought down to 6,000 units? 


41. From the following dato draw a single break-even chart. 

Rs. 10.00 


Selling price per unit 
Trade discount @ 5 per cent 
Direct material cost per unit 
Direct labour cost per unit 
Fixed Overheads 


3.00 

2.00 

10,000 


VariabI * Overheads 100% on direct labour cost. If sales are 10% 
and 15% above the break-even volume, determine the net profits. 

42. Sales of a product amounts to 200 units per month at Rs. 10 per 
unit. Fixed overhead is Rs. 400 per month and variable cost Rs 6 
per cent. There is a proposal to reduce prices by 10 per cent. 
Calculate present and future P|V ratio and find, by applying P|V 
ratio, how many units must be sold to maintain total profit 
Summarised figures from a manufacturer’s budgets are as‘follows* 
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Quantity 

Unit Price 

Total 


Units 

Rs. 

Rs. 

Sales 

17.500 

180 

31.50,000 

Marginal costs 




Material 


50 

8.75,000 

Wages 


45 

7,87,500 

Variable overhead 


36 

6.30.000 



131 

22.92.500 


Assuming that the period costs. which are Rs. 5.00.000 remain 
unaffected, calculate: 

(a) Unit margin: 

(b) total margin; 

(c) profit|vo!ume percentage: 

(r/) total contribution; 

(e) effect on profit of 'making and selling a further 2,500 units, and 
(/) additional sales required to produce the same profit with unit 
sales price reduced to Rs. 162 each. 

What is break-even point? 

4. (a) Alcos Ltd. manufacture and sell four types cr products under 

the brand names A, B, C and D. The sales mix in value com¬ 
prises of 33 113%, 41 2|3%, 16 2|3% and 8 1|3% for A. B. C 
and D respectively. The teta! budgeted sales (100%) arc 
Rs. 60.000 per month. Operating costs are: 

Variable posts— 

Product A 609?- of selling price 

B 68% of selling price 

C 80% of selling price 

D 40% of selling price 

Fixed cost—Rs. 14,700 per month 
Calculate the break-even point fer the products on an overall 
basis. 

( b) It has been proposed to change the sales-mix as follows, the 
total sales per month remaining Rs. 60.000 

Product A 25% 

B 40% 

C 30% 

D 5% 

Assuming that the proposal is implemented, calculate the break-even 
point. 
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45. Three Advertising ’men, Mathew, Mani and Mishra, have formed 
an agency in which they are to be equal partners. The new agency' 
advises its customers on the media for their advertisements and sub¬ 
mits copy, layout and rough design for approval. The agency 
charges the standard 15 per cent of media billings for their services. 
For example, an advertisement that is billed by Times of India for 
Rs. 10,000 would be subject to a 15 per cent agency commission. 
The agency would be billed by Times of India for Rs. 8,500 and 
they in turn would bill the client fer the full 10.000. Total charges 
to customers include: 


Billings (Media cost including 15 'Yr Agency 


commission) 

Production charges (work done 
outside the agency) : 


rxx 

Finished art work 

XX 


Type setting 

XX 


Engraving 

XX 

xxx 


Total charges xxx 

To serve the number of customers who have followed the owners 
from their previous employments, two accounts executives are hired. 
The two, George and Jacob, arc each paid Rs. 12,000 per year plus 
three-fourths of 1 per cent of all the agency’s media billings. 
George, Jacob and the three partners entertain the agency’s clients 
at a beach resort ’maintained fer that purpose at an annual cost of 
Rs. 10,000. In addition, the agency pays Rs 4,200 annually for 
membership in clubs where clients are entertained. Other annual 
costs are: 


Office Rent 

Rs. 

48,000 

Subscription to Readership, Surveys and 
Service publications 

1,500 

Clerical and Administrative Expenses 

42,500 

Production Chief’s Salary 

• 26,200 

Copywriters Salary (2 x 18,000) 

36,000 

Property Tax and Insurance 

1,500 

Salaries of Partners 

1.80,000 


Required 

1. What media billings are needed to break-even? 

, 2. The partners believe that they can expand their services and 
profits if they set up their own art department. To begin with 
£ ,. artists will be paid on an hourly basis. The art department 

would use a converted storage room adjacent to the offices - Rent 
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would be Rs 250 per month and insurance and tax would be 
another Rs. 250 per annum. A messenger service to carry the 
art work from the agency to the clients and back would cost 
Rs. 5.000. Materials are expected to cost 1 per cent of art work 
charges. The partners agree to charge Rs. 20 per hour for work 
done in the art department. 


(a) Mani estimates that the art break-even point is billing of 

Rs. 43,200. How much per hour does he plan to pay the 
artists? 

(b) Mishra has determined that art work billings of Rs. 77,000 
will yield a profit of Rs. 9,100 with a department contribu¬ 
tion margin ratio of 12% How much per hour does Mishra 
plan to pay the artists? 


46. The 'management of a concern, manufacturing two products, X and 
Y have the following independent possibilities before them: 


(ci) To produce and sell 16,000 additional units of Y but only if 
the production of X is reduced by 20,000 units, 
f b ) To reduce the price of X by Rs. 0.20 per unit. This will result 
:n a 25% increase in the sale of X without any change in the 
activity of Y. 

(c) To produce and sell 55,000 units of X and 1.05,000 units of Y. 



Product X 

Product Y 

s (in units) 

50,000 

1,00,000 

Sales (Value) 

Rs. 2,50,000 

8,50,000 

Cost of sales 

1,50,000 

6,00,000 

Gross Margin 

Rs. 1,00,000 

2.50,000 

Selling and Distribution 



expenses 

Rs. 60,000 

1,50,000 

Net Margin 

40,000 

1,00,000 

Direct costs included in 

total costs amount 

to Rs. 1, 


Total 


3,50,000 


1,40,000 


Product X and Rs. 3,40,000 for Product Y. 

Present the information to the management in a suitable form, giving 
your recommendation. 
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47. A company currently operating 

at 80% capacity, has the 

following 

profit and loss account. 

Rs. 

Rs 

Sales 


6,40,000 

Costs 



Direct materials 

2,00,000 


Direct Labour 

80,000 


Variable Overheads 

40,000 


Fixed Overheads 

2,60,000 

5,80,000 

Profit 


60,000 


It has just received an offer of an overseas order that would require 
the use of half the factory’s capacity. The order, which must bo 
taken in full or rejected completely, must be supplied at prices 10% 
below current home prices. The following alternatives are available 
to the management 

(i) Reject the order and carry on with home sales only as cur- 
rcntly: 

fii) Accept the order, split capacity equally between overseas and 
home sales, and turn away excess home demand; or 
(iii) Increase factory capacity to accept the export order and main¬ 
tain the present home sales level by: 

(c) buying -machine that will increase factory capacity by 
10% and fixed costs by Rs. 20,000 and 
(ft) work overtime at time and a half to meet balance of 
required capacity. 

Which one is the most profitable alternative? 

48. In the face of the trade recession. Mis Modern Engineering Ltd. 
is having a difficult period due to lack of Government orders and 
is operating below 60% of its normal capacity. This is however 
considered to be a temporary phase and the management has taken 
a decision not to retrench labour. 

An enquiry has been received for 10.000 units of a product which 
could be manufactured by the company under the existing capacity 
and the costing data are as follows: 

Direct labour — Re. 1 per unit 
Time required — I hour per unit 
Direct Material — Rs. 2 per unit. 

Variable O.H.—400 per cent of direct labour 
Fixed O.H.—600 per cent of direct labour 
Cost of special tools—Rs, 25,000 

•What is the minimum price you would recommend and why? 
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• The capacity of your factory is to manufacture 10,000 units of a 
product. The actual production is 50% of the capacity -and the en¬ 
tire production is sold in India. The demand in the home market 
•s unable to absorb any more of production The pr.cc cum cost 
structure is detailed below: 


Price 

Cost—Material 

Wages (50% variable) 
Other overheads (fixed) 


Rs. 20 per unit 
20 per unit 

10 oer unit 

* 


60 per unit 


50 per unit 


Profit 


Rs. 10 pier unit 


An offer has been received for exporting 5.000 units of the product, 
after meeting the demand in the home market at an F O B price of 
Rs. 25 per unit. The export older will call for additional expenses 
on export promotion estimated at Rs 60.000 (This will qualify for 
the export market development allowance '5} 33-113% of the actual 
expense in terms of Sec. 35B of the Income Tax Act 1961). The 
export will provide for the following fuithcr benefits: 

(a) A cash subsidy at 10% on the F.O.B value of exports to be 
received from the Government of India. 

(b) The Government of India will also issue import licence for an 
amount equal to 30% of the F.O.B. value of exports. 


The import licence may be sold at a premium of 100% or as an 
alternative, the imported raw materials may be used in the manufac¬ 
ture of 5,000 units of a completely new product. The expected sales 
price and further costs particular to this new product will be: 


Selling price 

Indigenous raw materials to be used 

(In addition to imported raw materials) 

Additional wages to be paid 

Other expenses specific to the new product 


Rs. 60 per unit 

Rs. 60.000 
1.00,000 
40.000 


The effective rate of taxation for your company is 50% 


You are required to suggest, with detailed working, if the export 
order should be accepted and if so. the manner in which the import 
licence should be utilised 

50. A firm purchases 10,000 units p.a. of a spare part from an outside 
source (a> 6.00 per unit. There is a proposal that the spare be pro¬ 
duced in the factory itself. For the purpose . a machine costing 
Rs 1,00,000 with annual capacity of 15.000 units and life of 10 
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years, will be required. A foreman with a salary of Rs. 800 per 
month will have to be engaged. Materials required will be Rs. 120 
per unit and wages 90 pa.se per unit. Variable overheads are 50% 
Tf direct labour and other fixed expenses are recovered at 2 
of direct wages. The firm can easily raise funds at 15% per annum- 
Advise the firm whether the proposal should be accepted 
Following arc the operating results of Departmental Stores Ltd. dunng 

19X1. 


o 

r 


• 

r 

Sales 

100 

Gross Profit 

37 

Expenses (apportioned in 


the ratio of sales) 

30 

Net Profit 

7 


(Figures in Rs. Lakhs) 



• 

-o 

c * 



• 

>N 

S— 

u 

.2 

2 

v/ 

4> 

e 

t— 

Dept. 

1 

Cfl 

3 

a _• 

E 

Id 

2 Q 

S3 

14 

C3 

O 


T> 

c 

55 

aS 




40 


50 



10 

15 


20 



2 

12 


15 



1 

3 


5 



(1) 


Since the Musical Instruments Dept, is running at a loss, the com¬ 
pany is thinking of closing the Dept. 

(i) State whether it would be financially justified to close the Dept. 

(ii) Mention the factors|conditions which would make your advico 
as per (i) wrong. 

(iii) Would your advice as per (i) be the same if a new ‘Department 
(Restaurant) is opened in place of Musical Dept, with an esti¬ 
mated Sales and Gross Profit of 10 lakhs and 40% respectively? 

Invent any facts and figures you require. 

52. Janata Bazar which did not keep any departmental accounts till tho 
year ended 31st December, 19X3, decided to introduce depaitmental 
accounting with effect from 1st January 19X4. At the end of 19X4. 
it was found that; although the business as a whole earned a gross 
margin erf approximately .15% and net Profit of 1.8% on sales of 
over Rs. 25. lakhs, the Ready-made Garments Department showed a 
net loss. The income statement for this department was as follows: 


Rs. 


Rs. 


1. Sales 4,16,000 

2. Cost of Sales 3,75,000 


3. Gross Margin 


41,000 
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4. Expenses: 

(i) Salaries of departmental stall 

(ii) Salesmen's commission 

fiii) Pent (charged on the basis of 
the area occupied by the de¬ 
partment in the Stores' rented 
building) 

(iv) Insurance of inventories and 
equipments of the department 

(v) Depreciation on the air-condi¬ 
tioning plant of the stores 
(charged on the basis of the 
Cu. ft. area of the depart¬ 
ment) 

(vi) General Administration Ex¬ 
penses (allocated on the basis 
of the departmental sales) 

(vii) Interest on capital employed 
(charged notionally at 9% per 
annum; tho Stores had no 
outside borrowings f or work¬ 
ing capital) 


Rs. 

21,000 

6.000 


13.000 

1.000 


2,000 

13.000 


3,000 


Rs 


59,000 


5. Net Loss 


18,000 


The management of the Bazar was very happy that the introduction 
of departmental accounting had brought to light the fact that the 
readymade garments department was making a loss which was in 
the past disguised in the overall profits of the Bazar. It was, there¬ 
fore, considered whether this department should be closed down. 
However, it is decided to consult you as an expert before taking a 
final decision. What action would you recommend? 

53. Portcx Ltd want to establish one of their products in the highly 
competitive export market. The domestic marginal cost of sales of the 
product is Rs. 95 per unit If export is made, this cost will increase 
by Rs. 9 per unit due to more attractive packaging, freight and more 
stringent quality control. There will, however, be a saving of Rs. 4 
per unit on account of variable selling expenses. Calculate the Rock 
Bottom F.O.B. price per unit of the product which the company 
can quote against a global lender, after transferring to the prospec¬ 
tive importer the benefits from: 

(a) Cash subsidy = 25% on F.O.B. value 

( b ) Import Licence = 25% on F.O.B. value, which licence has got 
a premium value of 100%. 
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54. Mr. confectioner manufactures three types of sweets, viz., SI, S2 
and S3, demand for each of which exists. In January 19X3 he sold 
Rs. 20,000, Rs. 30,000 and Rs. 40,000 worth of these products res¬ 
pectively, and the relative contribution earned was Rs. 6,000, Rs. 6,000 
and Rs. 10,000. The ratio of consumption of sugar by SI. S2 and S3 
was 3:4:2 during the month. 

Effective February 19X3, sugar is controlled and the quota tor Mr. 
Confectioner was fixed at 20% below the consumption level of Jan¬ 
uary. Inventing any relevant facts and figures, advise Mr. Confec¬ 
tioner on the most profitable productionjsales mix from February 
onwards. 

55. The consumer goods of a particular category attract excise duty at 
10 % on the ex-factory value which is calculated by deducting from 
the list price the trade discount — if the rate is uniform for all 
dealers — and the actual freight cost, if charged separately. From 
the following data, compute the excise duty and advise your Markct- 


ing Director about 
adopt 

the pricing 

‘A’ 

structure you 

Co 

• 

would like 

B- Co 

him to 

■i 

• 

Product X. 

Rs. Per kg. 

Metropolitan 

Cities 

© 

_ C3 

€ "g 
tc £ 

Metropolitan 

Cities 

Rest of 

India 

List Price 

5.00 

600 

550 

7.00 

Commission | Discount 

1 . 2 % 

(depending 
on order 
size) 

1 . 2 % 

10 % 

10 % 

Freight & Delivery 

nil 

Actual 

nil 

nil 

Excise duty (on ex- 

factory value) 

10 % 

10 % 

10 % 

10 % 

Sales Tax 

9% 

10 % 

•9% 

' 10 % 

Despatch [delivery 

Free 

Freight to 

Free 

FOR. 

terms 

Delivery 

Pay 

Delivery 

Destina- 


tion 


56. The Home Products Company manufactures plastic jugs. At the 
current operative level, which is below full capacity of 1,00,000 units 
per year, the following results are expected: 
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Rs. 

Rs. 

Per unit 

Sales 80,000 Units @ Re. 
Manufacturing costs: 


80.000 

1.00 

Variable, 80,000 Units @ 

50 paise 

40,000 

0.50 

Fixed 


25,000 

0.3125 

Total Manufacturing cost 


65,000 

0 8125 

Gross Margin 


15,000 

0.1875 

Variable Selling Expenses 

4,000 


0.0500 

Fixed Selling Expenses 

8,000 


0.1000 

Total Selling Expenses 


12,000 

0.1500 

Total Expenses 


77,000 

0.9625 

Net Operating Income 


3.000 

0.0375 

A department store offers 

to buy 20,000 

Units @ 75 

paise. The 


buyer will pay for the transport expenses. Should the order be 
, accepted? Discuss the factors which you have considered relevant 
for the decision. 

57. Following are the details of two alternative projects: 


. 

/ 

(Rs. 000) 

Projects 

X 

Y 

Cash Flow: Present (Investment) 

(200) 

(150) 

Year-end 1 

30 

— 

2 

60 

20 

3 

90 

40 

4 

90 

60 

5 

90 

90 

(i 

— 

50 

Realisable value of assets at the end of 

respective project-life 

30 

40 

a a 4* 


Assess the relative profitability of the projects on the basis of 

(i) Pay Back Period 

(ii) Return on Investment 

(iii) N. P. V 

(iv) D. C. F. Rate of Return 

Assume for the purpose of N.P.V. a discount rate of 10%. 
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5 g \ toy manufacturer who specialises in making fancy items has just 
developed a Rs 50.000 moulding machine for automatically pro¬ 
ducing a special toy. The machine has been used to produce one 
unit. The machine will be depreciated evenly over four years after 
which time the production of the toy will be stopped. 

Suddenly a machine salesman appears. He has a new machine which 
is ideally suited for producing this toy. His automatic machine is 
distinctly superior. It reduces the cost of materials by 10<7c and 
produces twice as many units per hour. It will cost Rs 44.000 and 
will have zero disposale value at the end of four years. 

Production and sales would continue to be at the rate of 25.000 per 
year for four years; annual sales will be Rs. 90.000 The scrap 
value of the toy company's machine is now Rs. 5,000 and will be 
Rs 2.600 four years from now. Both machines will be useless after 
the 100.000 unit total market potential is exhausted. With its pre¬ 
sent equipment, the Company’s annual expenses will be: 


♦ 

Rs. 

Direct Materials 

10.000 

Direct Labour 

20.000 

Variable Factory overheads 

15,000 


Allocated fixed factory ovrckgaths exclusive of depreciation, is Rs. 
7,500 annually and alleged fitoln selling and administrative ex¬ 
penses are Rs. 12.000 annually^/Tfyfc company pays tax at 607. 

Required 

Assume that expected minitfiu.m rate of return is 18% after tax. 
Using discounted cash flow technique, show whether the new equip¬ 
ment should be purchased. What is the role of the book value of 
the old equipment? What is the payback period for the new equip¬ 
ment? 

59. Kerala Fishing Industries Private Limited is contemplating the pur¬ 
chase of a machine costing Rs. 60.000. In order to assess the pro¬ 
fitability of the proposed investment, the following data are given: 


0) 

Estimated 

life... 

6 years 


(2) 

Estimated 

Scrap value 

Rs. 

6,000 


(3) 

Net Cash 

benefits before depreciation 





and tax— 






Year 1 to 

3 

Rs. 

25.000 

per yr. 


Year 4 to 

6 

Rs. 

35,000 

per yr. 


(4) Assume that the whole asset can be 
depreciated fully in 6 year period for 
tax purpose 


(5) Tax rate 


50% 
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Required: 

Discuss the profitability of the proposed investment under the fol¬ 
lowing methods: 

(a) Pay back method 

(b) Discounted Cash Flow method. 

60. KL Ltd. is considering the purchase of a machine to provide addi¬ 
tional output. Details of two alternative machines with estimated 
Costs and Value of Sales are shown below: 



Machine A 

Machine 


Rs. 

Rs 

Capital Cost 

60,000 

60,000 

Sales (full Production at 

Standard Price) 

100.000 

80,000 

Costs 

Direct Labour 

10,000 

6.000 

Direct Material 

8.000 

10,000 

Factory Overheads 

12.000 

10,000 

Administration Cost 

4.000 

2,000 

Selling & Distribution Cost 

2,000 

2,000 

Serviceable Life 

2 yrs. 

3 yrs. 


Sales are expected to continue at the rates shown above for the full 
life of the machine. The costs shown relate to the annual expendi¬ 
ture resulting from each machine. 

Income tax is payable at 509?; of net earnings. It may be assumed 
that for Sales and Costs all amounts are received and paid out in 
the years shown. For the purpose of calculation, these cash receipts 
and payments may be taken to be settled on the last day of each year. 
Interest on capital is to be ignored. 

Show the most profitable investment on the facts given, by the fol¬ 
lowing method. 

1. Payback method 

2. Return on Investment Method. 

61. Your factory's product range includes product ‘A‘ which sells at a 
loss, detailed as under: 

Sale price per unit 
Cost—Variable 

Fixed—Specific to 
Product ‘A’ 

Fixed General 


Rs. 4.000 

Rs. 3.000 
1,200 

800 5,000 


Loss per unit 


Rs. 1.000 
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The fixed costs specific to the product ‘A’ will be annually Rs. 3,00,000 
for the next three years after which they wall be discontinued with 
the termination of the production. The sales forecast for the next 
three years are as follows: 

19X1 Rs. 12,00,000 

19X2 8,00,000 

19X3 2,50,000—theicaftcr nil 

Existing finished stocks at book value (variable cost), amounts to 
Rs. 8,00,000. There is also a stock of service spares amounting to 
Rs. 18,00,000 (at variable cost i.c., sales less 50%). Forecast sales 
are at Rs. 4,20,000 for each of the next three years and Rs. 1,80,000 
for each of the following three years. After this, the business will 
fade away. 

Your competitor has offered to take over the manufacture and sale 
of Product ‘A’ including that of service spares. The terms offered 
are as under: 

(n) Rs. 2,00,000 to be paid for the manufacturing rights. 

(b) A royalty at 5% on total sales, including spares sales for the 
next three years—payable at the end of each year 

(c) Finish stock to be taken over at the book values and paid for 
immediately and Rs. 10,00,000 to be paid for spares on take over- 

The cost of finance to your Company is at 8% per annum. You 
have been asked by your directors to suggest with reasons, if this 
offer should be accepted. 

Present value of Re. 1 assuming that the Re. 1 is received in a 
single payment on the last day of each year, regard being given to 
interest at 8%, is as under. 


After 

1 year 

.93 

1 ” 

•* 

2 Years 

.86 

3 Years 

.79 

»» 

4 Years 

.74 

• f 

5 Years 

.68 

if 

6 Years 

.63 


62. The old fleet of cars of your company require immediate replace¬ 
ment. The company is paying 15% interest on overdraft and the 
possibility of getting additional finance for purchase of cars is ruled 
out. There are two alternatives: 

(a) Purchase of 8 cars required by the. company at Rs. 80,000 each 
draining out the necessary finance from working capital. 

(&) Take on hire 8 cars at Rs. 2,000 p.m. each as hire charges. 
The running and other expenses are the same for either of the alter¬ 
native?. Additional information available: 
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(i) The working capital turnover ratio is 1:3 and the contribution 
on sales is 20%. 

(ii) Expected working life of a car is 5 years and after that period 
an owned car has a resale value of Rs. 30.000. 

(iii) Depreciation at 25% and hire charges (full) are tax deductible 
(No Capital Gains Tax on resale profit on car) 

(iv) The earnings on working capital accrue and payment of hire 
charges are made annually, towards the end of each year. 

Advise your management as to which of the two alternatives is 
financially beneficial. 

63. Few Products Ltd., produced three products in 19X6—sales and costs 
arc given below: 

COST and SALES of PRODUCTS A, B & C in 19X6 



Product A 

Product 

B 

Product C Company 

Revenues 


2,50,000 


3,20.000 

1.70,000 

7,40,000 

Direct 

Wages 

40,000 


1,20,000 


20.000 


Direct 

Materials 

Variable 

1,20,000 


1,20,000 


30,000 


Overheads 

20,000 


30.000 


25.(00 


Fixed 

Overheads 

15.000 


90,000 


30,000 


TOTAL COST 

1,95,000 


3,60,000 

1,05,000 

6,60,000 

PROFIT 

(LOSS) 

Aggregate 

Profit 


55.000 

— 

(40,000) 

65,000 

80.000 


You may assume that the above is a ‘fair’ allocation of all costs. 
Variable overheads have been found to vary in direct proportion to 
the production of each product in the leng run. In the short period 
(in this case 6 months to a year), however, 1/3 of variable overheads 
is inescapable, due to large stocks of spare parts. 

The Marketing Manager of Few Products Ltd., was appalled when 
he saw this statement at the end of 19X6. He suggested that Product 
B should be summarily cut from the 19X7 product range. Even 
if we achieve the same level of sales, our profit would be Rs. 1,20,000,’ 
he said. 
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Required: 

Assuming there is no hope of introducing a rcp’acement product in 

the coming year: . .. , 

(i) tabulate the effect of the Marketing Manager’s suggestion at 

constant unit sales, prices and costs; 

(ii) give your judgement of his suggestions with your reasoned 

arguments; and 

(iii) consider the feasible alternative strategies. 

Marketi n g Performance Evaluation 

64. Apollo Corporation manufactures industrial products which are sold 
to industrial users. Its market is divided into 10 territories. The 
sales volume of the territories are given in Exhibit 1. With a view 
to improve sales performance you have taken up for appraisal four of 
the territories, viz. Calcutta, Madras, Bangalore and Madurai, those 
of salesmen Ahmed, Bose, Chopra and Desai respectively. 

Exhibit 2 gives the details of sales performance of these four salesmen. 
Scrutinise the data and make whatever recommendations to manage¬ 
ment you think might be appropriate. Briefly explain the significance 
of the tools used by you for salesmen appraisal. 

Exhibit 1 

VOLUME OF SALES BY TERRITORY 



Bombay 

21 

1,780 

Ahmcdabad 

8 

375 

Poona 

6 

345 

Delhi 

11 

750 

Kanpur 

7 

480 

Punjab 

8 

425 

Calcutta 

12 

810 

Madras 

10 

515 

Bangalore 

9 

405 

Madurai 

8 

465 


100 

6,350 


28.03 

134 

5-96 

74 

5.43 

91 

11.81 

107 

7.56 

108 

6.68 

84 

12-75 

106 

8.11 

8! 

6.37 

71 

7.31 

91 

100.00 



• TPI is the Territorial Performance Index 
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65. A company has three branches and tl 
particulars for a period arc given below: 

Branches Bombay 

Rs. 

Sales 4,50,000 

Branch expenses: 

Salaries, commissions and 
travelling expenses 41,000 

Advertisement 9,000 

Other expenses 10.000 

Central Office expenses: 

Rs. 1,55,000 apportioned to branches on the basis of sales. 25 per 
cent of sales is taken as Gross Profit. 

Based on the above information, prepare a comparative Profit and 
Loss Statement for the different branches. Offer your views on the 
contemplated closure of the branch which shows a loss assuming 
that in the event of closure of a branch, central office expenses: 

(a) will remain unaffected; 

(b) can be reduced by 30%. 

66. Mr. Reddy, Sales Manager of the Red Star Engineering Company, 
has been asked by his superior what seemed to be a relatively simple 
question: ‘Who is the Company’s best salesman?’ 

He replied offhandedly that Kashyap was his top sales producer. 
However, the more he got to thinking about the question, the more 
he wondered if Kashyap really was his best salesman; after all 
Kashyap did have the Bombay territory. 

Mr, Reddy decided to ask one of his assistants to make an evalua¬ 
tion of Kashyap and three other salesmen from the point of view 
of best performer, A week later Mr. Reddy’s assistant submitted 
the following information: 



Kashyap 

(Bombay) 

Hari 

(Madras) 

Basu 

(Calcutta) 

Singh 

(Delhi) 

Sales ’000 Rs. 

1250 

840 

720 

380 

Order Nos. 

340 

280 

320 

275 

Call Nos. 

Days Worked ' 

430 

520 

405 

310 

210 

205 

260 

270 

New Accounts 

86 

53 

45 

21 

Accounts Lost 

15 

26 

11 

20 

Expenses ’000 Rs. 

48 

22 

50 

42 

Area Potential ’000 Rs. 14000 

8000 

5000 

2600 


Evaluate the relative performance of the four salesmen. If you were 
Mr, Reddy, what advice woyld you give to each of the salesmen? 


heir summarised accounting 


Calcutta 

Rs 

4.00,000 


Madras 

Rs 

7,00,000 


40,000 

10,000 

11.000 


60,000 

11,000 

12.000 
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Which salesman should receive the award? Indicate how you arrived at your decision, and state any assumptions you 
felt were necessary. 
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68. An one-product Company shows the following operating perform¬ 
ance during 19X0: 

Sales 1,00,000 units @ Rs. 10U each 
Variable cost per unit Rs. 60 
Fixed Cost (Total) Rs. 25 lakhs 

The Company intends to increase selling price by 209fc in 19X1. 
It is expected that unit sales will come down by 5% and to prevent 
it from further coming down a substantial amount has to be spent 
on advertisement during the first year (19X1). It is also estimated 
that fixed cost will rise by 10# and variable cost will increase by 

2% in 19X1. j . 

Estimate the amount the company can afford to spend in 19X1 on 
advertisement, maintaining the profit at the same quantum as in 

19X0. 

69. The Porter Manufacturing Company has been accused of discrimi¬ 
nating against its small-order customers (25 to 30 cases) in Terri¬ 
tory 1 as compared with the same class of customers in Territories 
2, 3 and 4. The Company has broken down its selling and distribu¬ 
tion costs by territories, and now desires to pro-rate the territorial 
costs between classes of customers with each territory. The fol¬ 
lowing is a tabulation of the average selling and distribution costs 
per year in Territory I. 


Expenses 

Advertising 

Dircct-to-customcr catalogues 

% 0 

Radio and newspapers - 
Salesmen’s Salaries 
' Salesmen’s Commissions 
Delivery Expenses 
Travelling costs of salesmen 


Amount 

Rs 

3,600 ' 

9.800 
36,000 
48,000 : 
28,000 ’ 

10.800 


• • , 

1,36,200 

* • • ft •* 


The cost department has tabulated the following information to 

• • • 

assist in pro-rating costs in Territory I between small-order, medium- 
order, and large-order customers: 
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Small 

Medium 

Large 


Order 

Order 

Order 

Net Sales (Rs.) 

1,50,000 

2,20,000 

3,50,000 

No. of sales orders taken 

2,500 

2,000 

1,500 

Number of cases of product sold 
Relative Shipping cost 

1,00,000 

1.50,000 

2,50,000 

(per order) (Rs.) 

1 

2 

3 

Number of customers 

Relative number of miles 

1.500 

1.500 

2,000 

travelled per day 

4 

10 

16 

Number of salesmen 

13 

6 

5 


All salesmen arc paid the same salary; each salesman works within 
a single class of customer. 

Prepare a statement showing the pro-ration of the selling and dis¬ 
tribution costs of Territory 1 to the classes of customers. Indicate 
the base or bases on which you made each pro-ration. 

70. A company is supplying its products to the ultimate consumers 
through the wholesalers to retailers. The Managing "Director thinks 
that if they sell through the retailers or to the consumer direct, 
they can increase their sales, earn better prices and make profit. 
As a Cost Accountant of the company you are required to advise 
the Managing Director in selecting the channels of distribution from 
the following information; 


Channels of distribution 

I 

II 

III 


To 

To 

■ To 


Consumer 

Retailer 

Wholesaler 


direct 

direct 


Sales price per unit (Rs.) 

9.50 

8.50 

% 

7.25 

Estimated sales per year (Nos.) 

6,00,000 

5,70,000 

5,40,000 

Selling and distribution cost 




per unit (Rs.) 

3.00 

1.60 

0.90 


Cost of production; 

Variable cost @ Rs. 4 per unit 
Fixed Cost Rs. 5,00,000 

In selecting the channels of distribution what factors besides cost 
would you consider? 
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Marketing Control 


71. Following 

are the 

relevant sales 

data of 

AB Ltd. 

for June, 

19X0. 



Budget 

. 


Actual 


Product 

Units 

Price 

Amount 

Units 

Price 

Amount 


Rs. 

Rs. 


Rs. 

Rs. 

A 

100 

so 

5,000 

120 

60 

7,200 

B 

50 

120 

6,000 

60 

no 

6,600 

Total 

150 


11,000 

180 


13,800 

Required: 

A detailed analysis of Sales 

Variances 

• 



72. As a part of the annual review of the year’s trading, your company 
is studying its sales prices and costs. Your part of this work, is to 
tabulate actual sales and selling prices and compare these with stan¬ 
dards set at the beginning of the year. Your assistant has produced 
the following table: 


Standard 


Actual 


Products 

Quantity 
sold in 
units 

Selling 

price 

(Rs.) 

© 

1* 

5 05 

05 w 

Quantity 
sold in 
units 

© 

£ ?? _ 
8-182 

5-g'S.el 

Product 

A 900 

3.20 

2,880 

1,000 

3.00 

Product 

B 1,200 

2.60 

3,120 

1,200 

2.40 

Product 

C 400 

10.00 

4,000 

500 

12.00 

Required: (i) Compute the value of variances of each prodv 


s 


C ''T 

> 5 

4 » 

05 


analyse, their causes; and 

(ii) For each product, briefly outline the likely events that 
led to these variances. 


73. The following statement is an analysis of the expected cost structure 
of the sales budget for the year to 31st foecember, 19X5. 

% 


Direct Materials 30 

Direct Wages 26 

Works overheads: Variable 16 

Fixed 12 

Administration and sales expenses 

Variable 4 

Fixed 6 

Profit 6 

2 **' 1 - 


100 
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After four months, it is evident that the sales target is over opti¬ 
mistic and it is now estimated that the full year’s sales will total 
Rs. 630,000 representing 75% of the volume provided for in the 
budget. Calculate the Break-Even point (Value)—both as per origi- 
nal budget and as revised. 

74. A company has five salesmen working in its Bombay branch. The 
following information is available in the Branch office record for the 
• 'month of December 19X0. In assessing the. performance of each 
salesman. Branch office costs of Rs. 60.000 are .apportioned as a 
percentage of cost of goods sold. The results of salesmen B and 
E are considered unsatisfactory and their discharge is recommended. 
Do you consider the method of apportionment equitable and support 
the recommendation? Prepare comparative salesmen’s profit and loss 
3 r statement showing contribution margin and net profit. 


SaVsmnn 

Net Sales 

Cost of 
goods sold 

Travelling 
Expenses and 
contingencies 


Rs. 

Rs. 

Rs. 

A , 

80,000 • 

60,000 

2.800 

R * 

1.60,000 ' 

1,48,000 

2,400 

r 

40.000 

24,000 

1,600 

D 

1.20,000 

96,000 

2,000 

E 

80.000 

72,000 

2,400 


75. ABC Co. Ltd. manufacture three products X, Y, and Z and sell them 
direct through their salesmen m three zones—A, B and C. The 
overall control of distribution and sales is done centrally at head¬ 
quarters which is also responsible for safes promotion. The analysis 
of sales, cost of sales and selling and distribution expenses for a 
year are as follows: 


Zone A: Product X 
Product Y 
Product Z 



Selling and Distri 

.Sales 

bution expenses al 


located direct. 

Rs. 

Rs. 

75,000 

5,190 

50,000 

5,300 

25,000 

2.660 

50.000 

13,150 
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Zone B: Product X 
Product Y 
Product Z 


Rs. 

1,00,000 
1 , 00,000 
50,000 


Rs. 

7,110 

9,385 

5,240 


2,50,000 


21,735 


Zone C: Product X 
Product Y 
Product Z 


25.000 

20,000 

55,000 


1,00,000 


2,100 

1,685 

7,375 


11,160 


Selling and distribution expenses at headquarters are as follows: 

Office expenses 
Advertisement 
Other Expenses 

Advertisement costs are allocated to zones and products on the basis 
of sales. 

The other two items of expenses are apportioned equally to the zones 
or the products while .computing the profit or loss for the zones or 

the products, as the case may be. 


Rs. 10,500 
Rs. 15.000 
Rs. 13.500 


Cost of sales are: 
Product X 
Product Y 
Product Z 


85% of sales 
80% of sales 
75% of sales 


Tabulate the above information to present comparative profit or loss 
statements for each zone and for each product and offer your re¬ 
commendations. 


76. Excellent Industries shows the following results for the year 19X5. 


Sales 

Manufacturing costs of goods sold 
Selling and Advertising* 
Administrative (all nonvariable) f 

Total expenses 

Net income before income taxes 


Rs. 

1,000,000 

100.0% 

Rs. 

675,000 

67.5% 


220,000 

22.0% 

• v 

35,000 

3.5% 

Rs. 

930,000 

93.0% 

% 

70,000 

7.0% 


* All noavariable, except for Rs. 40,000 freight-out cost. 
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The sales manager has asked you to prepare statements mat will help 
him assess the company efforts by product line and territories. You 
have gathered the following information. 


Product Teriitory 



A 

B 

c. 

North 

Central 

Eastern 

Sales* 

Product A 

25% 

40% 

35% 

50% 

20% 

30% 

Product B 




15% 

70% 

15% 

Product C 

Variable 

manufactur¬ 
ing and 
packaging 
cost * * 

68% 

55% 

60% 

14| 35 

8135 

13135 



Product 



Territory 



A 

B 

C- 

North 

Central 

Eastern 

Nun-variable 







Separate costs: 






Manu¬ 

factur¬ 







ing Rs. 

15000 

14000 

21000 

(Not allocated) 

Selling 
and Ad¬ 
vertising 

40000 

18000 

42000 

28000 

32000 

40000 

Freight out 

(not allocated) 


13000 

9000 

18000 


* Percent of company sales 

* * Percent of product sales 

Note: All items not directly allocated were considered joint or 
common costs. 

Prepare a product-line income statement, showing the re¬ 
sults for the company as a whole and the results for the 
three products and the three territories. Comment on the 
performance of each product and each territory. 

77. From the following data: 

(a) prepare a Working Capital requirement forecast showing com¬ 
ponentwise details. 
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(b) Interpret the results as per 
Cost A Setting price Rs. 

Materials 

Labour ? 

Overheads 5 

Cost 15 

Profit 5 

Selling price 20 

Other information; 

(i) Average credit allowed 3 months 

(ii) ,, ., enjoyed 2 months 

(iii) Raw materials in stores 2 months 

(iv) Finished stock in stores 3 months 

(v) Processing time I month 

(vi) I.ag in payment of wages 1 month 

(vii) Money always to be kept in Bank for contingencies Rs. 10.000 
Assume unifarm production and sale month to month during the 
year. 

78. Following is the summarised Balance Sheet of Financial Manage- 


ment Ltd. as at 

31.3.X3 

and 31. 

3.X4. 






(Figures in Rs. 

lakhs) 


31.3. 

31.3. 


31.3. 

31.3. 


19x3 

19x4 


19x3 

19x4 

Equity Share 

20 

30 

Goodwill 

6 

4 

Capital (Rs. 



Other Fixed 



100 each fully 



Assets 

15 

20 

paid up) 



Investments (a 



6% preference 

10 

10 

6 € /c (Nominal 



Share Premium — 

1 

Value 3) 

2 

2 

Reserves and 



Advertisement 

3 

2 

Surplus 

4 

10 

Suspense 



10% Public 



Current Assets: 



Deposits 

8 

6 

Stock 

17 

29 

(Short term) 



Debtors 

10 

12 

Current 



Bank 

8 

14 

Liabilities 

21 

30 

Cash 

2 

4 


63 

87 


63 

87 


(a) 

Projected sates during the year 
6 lakh unit @ Rs. 20 each 
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Required: 

1. A Funds Flow Statement for the period 19X3-X4. 

2. A short note on working capital position as at end of the two 
accounting years. 

3. A note on profitability and financial stability of the company. 

4. A critical comment on the policy pursued by the company for 
financing its operation during 19X3-X4. 

5. A note on the working capital Management of the Company dur¬ 
ing 19X3-X4. 

79. From the following information, prepare a Cash Budget by quarters 
for the year ending 31st December 19X8. 


As at 31.12.19X7 

Rs 


(000 s) 

Cash in hand and at the bank 

70 

Stock 

130 

Debtors 

100 

Creditors 

80 


Budgeted Profit Statement (fig. in Rs 000's) 19X8 


Quarter 



1st 

2nd 

3rd 

4th 

Sales 

300 

270 

330 

300 

Cost cf sales 

204 

188 

220 

204 

Gross Profit 

96 

82 

110 

96 

Administration, Sell¬ 





ing & Distribution 





expenses 

46 

42 

50 

46 

Net Profit 

50 

40 

60 

50 

Budgeted balances at 

the end of 

each quarter: 


Stock 

130 

150 

120 

130 

Debtors 

120 

90 

130 

110 

Creditors 

100 

80 

110 

96 

Dividends amounting 

to Rs. 

80,000 will 

be paid during 

the first 
■ « • • 


quarter. Income-tax amounting to Rs. 85,000 will be paid during 
the third quarter. Capital expenditure amounting to Rs. 90,000 is 
expected to be incurred during the fourth quarter and will be partly 
financed by a further issue of debentures amounting to Rs. 25,000 
and the proceeds of the sale of investment Rs. 10,000 (market value 

R*. 12,000). 
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Depreciation amounting to Rs. 10,000 is included in the c">st of sales 
for each quarter. 

80. The Sales Manager of the Janardhan & Co. Ltd. has made the fol¬ 
lowing sales estimate for the next five months: 

Rs. 


January 19X8 6.00,000 

February 19X8 7.00,000 

March 19X8 8,00,000 

April 19X8 10,00,000 

May 19X8 10.00,000 

The sales during the preceding 3 months were as follows: 

December 19X7 5,00,000 

November 19X7 4,00,000 

October 19X7 3 , 00,000 


All sales of the company are made out on credit. 75% of Accounts 
receivable arc collected in the month of sale, 20% the month after 
the sale and the remainder in the third month. 

Purchase orders for materials will have to be placed one month 
before the desired date of delivery, along with 25% of the value 
as advance payment, the balance being payable within one month 
from the date of receipt of goods All goods arc manufactured in the 
month of sale and that factory wages and expenses arc paid in the 
month in which the goods are manufactured. 

Cost of goods sold (excluding depreciation) is estimated to be 75% 
of sales. Material cost is 20% of sales. Selling and administrative 
expenses arc forecast as follows: 


January 19X8 1,25,000 

February 19X8 1,40,000 

March 19X8 1,50,000 

April 19X8 1,60,000 


Annual depreciation is Rs. 45,000 

As of end of December 19X7, the company has a cash balance of 
Rs. SO.COO and an inventory of materials of Rs. 1,20,000, the 'mini¬ 
mum inventory required to be maintained being 20% of the next 
months estimated sales subject to a minimum of Rs 1,00,000. The 
minimum cash balance required is Rs. 1,00,000. The company has 
tax liability of Rs. 1,65,000, which amount is payable in the month 
if March 19X8. 

Under the cash-credit arrangement with its bankers, the company 
borrows up to 50% of the value of inventories and accounts receiv¬ 
ables. As of December 31, 19X7 the company has the following: 
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Rs. 


Net Fixed assets 4,90,000 

Term Loan 2,00,000 

Capital 2,00,000 

Reserves 1 .20,000 

Short term loan outstanding 60,000 


An interim dividend of Rs. 20,000 is payable in January. Capital 
expenditure scheduled for January — Rs. 10,000, March — Rs. 15,000. 
Miscellaneous income by way of rents etc. expected to be received 
in the month of March — Rs 5,000. An instalment of Rs. 50,000 
of the term loan is payable in the month of April. 

Required: 


(«) Prepare a cash budget for the company for the next 4 months. 

(b) Prepare Proforma P & L Statement for the 4 month period and 
Proforma Balance Sheet as on April 30, 19X8. 

(c) Discuss how the financial needs of the company may be met. 
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Table 1 (Contd.) 

Present value of Re. 1 payable or receivable at the end of each year 
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Table 2 

Present value of Re. 1 payable or receivable annually for N- years 
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Table 2 (Gontd.) 

Present value of Re. 1 payable or receivable annually for N. years 
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Table 2 (Conid.) 

Present value of Re. 1 payable cr receivable annually for N. years 
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